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THE DEVELOPMENT OF APTITUDE 
TESTS FOR ACCOUNTANTS 


Joun L. 


conviction prevails among certi- 

fied public accountants that their 
profession stands on the threshold of 
great opportunity. To cross that threshold, 
to take advantage of the opportunity, they 
foresee that they will need strength and 
versatility. A profession can be no stronger 
than its personnel. The accountants: in 
public practice frankly recognize that in 
order to keep pace with the demands which 
seem certain to be made upon the profes- 
sion the coming generation of accountants 
will have to be better than the present one. 

These considerations have intensified 
the interest of practicing accountants in 
the question of how to get the best avail- 
able men for their staffs and train them as 
rapidly as possible to assume positions of 
leadership. 

This heightened interest has been given 
formal expression in a project in selection 
of personnel, launched by the American 
Institute of Accountants in January of last 
year, which may profoundly affect the 
future of the profession. 


OBJECTIVE AND HISTORY OF THE 
PROJECT 
The immediate objective is to find ways 
of attracting good men to the profession, 
and of screening out applicants for jobs 
who do not possess the qualities requisite 
to success in public accounting. It follows 


CAREY 


logically that to accomplish this objective 
ways must be found to encourage good 
men to study accounting, and to screen 
out students who do not possess the quali- 
ties requisite to success in accounting 
courses. 

The problem is to find out what qualities 
are requisite to success in accounting and 
how to determine whether or not an indi- 
vidual possesses them. 

This problem was a subject of discussion, 
in which both practitioners and teachers 
took part, at a meeting of the council of 
the Institute in May,.1943. As a result, 
the council requested the executive com- 
mittee to investigate the possibility of de- 
veloping objective standards by which an 
individual’s qualifications for public ac- 
counting could be measured. 

The subcommittee designated for this 
task corresponded with university presi- 
dents and college deans, and conferred 
with specialists in the field of psychological 
measurement. The subcommittee found 
that there had been great progress in psy- 
chological measurement in recent years, 
that an impressive literature on the subject 
exists, that many tests of various human 
qualities are in good repute and are being 
widely used in schools and colleges, in the 
Army and the Navy, and in industrial and 
commercial establishments. 

The subcommittee concluded that there 
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was sufficient possibility of successful ap- 
plication of the processes of psychological 
measurement in the field of accounting to 
warrant serious study. It recommended 
that funds be made available to support re- 
search in the subject. The recommendation 
was adopted by the executive committee 
and an appeal was made to the member- 
ship of the Institute for contributions, 
since the budget of the Institute contained 
no provision for the necessary expendi- 
tures. In the appeal for contributions, the 
purpose of the project was described as 
follows: 

“ .. to find answers to the following 
questions: 

“1. What if anything can be done to 
encourage young men with the proper in- 
tellectual and personal qualifications to 
study accounting, with a view to entering 
the profession? 

“2. What if anything can be done to dis- 
courage young men who lack the proper in- 
tellectual and personal qualifications from 
attempting to qualify themselves for the 
profession? 

“3, What if anything can be done to 
assist professional certified public ac- 
countants in choosing for staff positions 
applicants who are well qualified for public 
accounting work? 

“4. What if anything can be done to 
encourage colleges and universities to train 
men specifically for public accounting as 
contrasted with other types of accounting 
work? 

“The Institute committees have been 
convinced that the first step in answering 
these questions must be to develop meas- 
ures and procedures which may show with- 
in reasonable limits of accuracy the extent 
to which an individual possesses the per- 
sonal qualities, as well as the technical abil- 
ity, which make for success in account- 
ancy. 

“The project as planned includes the 


construction of experimental tests, or 
adaptation of existing tests, based on a 
study of apparent professional require- 
ments. These tests will be validated by 
application to a substantial number of suc- 
cessful practitioners of accounting. The 
revised tests will later be applied to a 
larger number of students of accounting, 
and case histories of those students will be 
maintained for a period to indicate the 
validity of the earlier predictions. 

“The project will be under the general 
supervision of the Institute’s committee 
on selection of personnel consisting of the 
following: 

Warren W. Nissley, New York, chair- 

man 

Samuel J. Broad, New York 

Percival F. Brundage, New York 

Edward A. Kracke, New York 

Norman J. Lenhart, New York 

A. C. Littleton, Illinois 

Henry E. Mendes, New York 
This committee, under authority of the 
executive committee, has appointed Dr. 
Ben D. Wood of Columbia University as 
project director. Dr. Wood is Professor of 
Collegiate Educational Research, and 
Director of the Bureau of Collegiate Edu- 
cational Research, Columbia College; he is 
also a Director of the Cooperative Test 
Service of the American Council on Edu- 
cation, Director of the Educational Rec- 
ords Bureau, and Chairman of the Joint 
Advisory Committee on Aviation Educa- 
tion of the Civil Aeronautics Administra- 
tion, and occupies a number of other posts 
in the field of education and testing. He 
holds five degrees from universities and col- 
leges, and is a member of numerous learned 
societies and educational organizations. 
He is the author of five books and numer- 
ous articles in the same field. 

‘There will soon be created an advisory 
committee, consisting of psychologists, 
teachers and practising accountants. Tech- 
nical and clerical personnel will be em- 
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ployed to select, apply and validate the 
tests which will be developed. 

“The Institute’s executive committee 
freely recognizes that the work may be in- 
conclusive, but it believes that the possi- 
bility of extremely valuable results, leading 
to improvement of the personnel of the ac- 
counting profession, is sufficient to justify 
the effort. If the present experiment is suc- 
cessful it will be worth many times its cost. 
If not, it may indicate further steps which 
may be taken toward the objective.” 

In response to this appeal, members of 
the Institute have contributed up to the 
present time about $56,000, which is be- 
lieved to be sufficient to support the proj- 
ect for a period of five years. 

It would be a mistake to assume from 
the facts that have been stated that the 
proposal was immediately accepted by the 
Institute with confident enthusiasm. Quite 
the contrary. From the first discussion in 
the council, there was ample evidence of 
skepticism. Many members of the Insti- 
tute were moved to laughter and some to 
indignation at what they considered a sug- 
gestion that long-haired and glassy-eyed 
psychologists might mumble incantations 
over a student and then tell him whether 
or not he would make a good accountant. 
Following are reactions of some of our 
members: 


“With all due respect to the committee who 
have recommended the project outlined in your 
letter of January 31, I wish to protest against this 
meddling in the affairs of individual people by 
college professors. . . 

“The United States of America is no place for 
anyone of us to undertake to say whether or not 
a young man has the proper intellectual and per- 
sonal qualifications to study or not to study ac- 
counting. All the encouragement or discourage- 
ment that is needed can be accomplished by pro- 
viding standards for admission that are high 
enough as to knowledge, proficiency and reason- 
ing ability to assure that one meeting the stand- 
ards is qualified to serve the public. . . ” 

“To make any attempt either to restrict or to 
prevent individuals from entering a profession of 


their choosing, just because a psychiatrist or some 
such pretender to ability to diagnose vocational 
capabilities, says so, is in my opinion un-Ameri- 
can, an insult to the profession, smacks of regi- 
mentation, and possesses the seed in itself of great 
evil...” 

“T wish to state that I am completely opposed 
to the proposal regarding selection of personnel 
which was the subject of your letter of January 
31, 1944...” 

“Tt looks like a plan to make a college degree 
and ‘silver spoon babyhood’ necessary qualifica- 
tions to do junior accounting at $100.00 per 
month...” 


The amazing thing about this project is 
the large number of skeptics who have 
been converted into enthusiasts when they 
found out more about the subject. Ac- 
countants as a rule do not change their 
opinions easily, and it is impressive evi- 
dence of its intrinsic merit that this proj- 
ect has. come into being in the face of 
strong initial opposition and in the ab- 
sence of any promises or guarantees of any 
results whatever. 


NATURE OF TESTS 


The reason for the conversion of so many 
skeptics is that they have found no mysti- 
cal mumbo-jumbo in the explanations of 
what is proposed, but rather simple com- 
mon sense which seems incontrovertible. 

A wide variety of psychological measures 
are already being successfully employed 
in other fields. There are, for example, 
valid tests for color blindness, auditory 
acuteness, manual dexterity, finger dex- 
terity, mechanical aptitude, clerical apti- 
tude, intelligence, vocabulary, scientific 
aptitude, art judgment, vocational interest 
and achievement in a multitude of fields. 

At the present time it seems that three 
well-known types of tests will prove most 
useful to accountants—intelligence, in- 
terest, and achievemeut tests. 

Walter Van Dyke Bingham, one of the 
authorities in this field, uses the term ‘‘in- 
telligence” to mean the ability to solve 
new problems or to meet novel situations 
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by improvising novel adaptive responses. 
Since this sort of ability in the realm of ab- 
stract thought requires command of lan- 
guage, Bingham points out that there is a 
close relation between vocabulary and in- 
telligence as he uses the term. Numerous 
intelligence tests are now being widely 
used and have been proved valid within 
relatively narrow margins of error. 

“Vocational interest tests,” Bingham 
continues, “have proved to be among the 
most valued aids in vocational coun- 
selling.” Vocational interest tests are predi- 
cated upon the assumption that people of 
equal intelligence may have different kinds 
of insights, peculiar patterns of ability, 
varying emotional characteristics, and 
other differing qualities which show them- 
selves in preferences for doing some things 
instead of others. Objective interest tests 
have proved useful in predicting the suc- 
cess with which individuals may engage in 
specific occupations. 

Achievement tests are objective meas- 
ures, adapted to uniform standard scoring, 
of the information which an individual 
possesses in any designated subject, of his 
understanding of problems, his compre- 
hension of concepts and vocabulary, his 
ability to draw inferences, and generally 
his ability to deal with materials in that 
field. 

Taken together, the results of intelli- 
gence, interest and achievement tests, if 
the validity of the tests for the purposes in 
view can be established, afford a valuable in- 
dication of an individual’s capacity for a 
specific occupation. It should be empha- 
sized that psychologists do not maintain 
that the results of these tests are conclu- 
sive, but only that they are indicative. 
Neither do they contend that the results 
of the tests are necessarily more important 
than other evidence of an individual’s 
qualifications, such as his scholastic record, 
which is clearly of tremendous impor- 
tance, his hobbies, evidence of his social 


adaptability, habits, ambitions, etc. They 
do assert that the tests furnish valuable 
objective standards as additional measures 
of individual capacity. 


APPLICATION TO ACCOUNTING 


Much of the successful testing for occu- 
pational purposes has been done at the 
mechanical and clerical level: for example, 
in efforts to determine capacity for work as 
typist, machine operator, stenographer, 
file clerk, etc. The greater the variety of 
skills, knowledge, and attributes of all 
kinds that may be required for success in 
a given occupation, the greater will be the 
difficulty of testing an individual’s ca- 
pacity for that occupation. 

The engineering and medical professions 
have experimented fairly extensively with 
various psychological measures, but the 
teaching profession is the only one so far 
which has developed a complete and satis- 
factory series of tests to meet its own pe- 
culiar needs. The difficulty of applying 
this type of measurement at the profes- 
sional level is indicated by the following 
quotation from Bingham: 


“In general, it may be said that a majority of 
those who are capable of mastering one profession 
have a choice among many; and for two reasons. 
The first is that aptitudes are often not narrowly 
specialized, so that the chances are about equally 
good in any one of a number of careers. The other 
reason lies in the nature of the professions them- 
selves; for the kinds of work to be done in any one 
of them are so varied that there are opportunities 
for practitioners of widely differing talents and 
inclinations. A priest, for example, who demon- 
strates exceptional financial acumen, managerial 
ability, and personal leadership may become an 
executive of a mission board, or a bishop; while a 
professional nurse whose outstanding talent is in 
educational work may herself engage in the train- 
ing of nurses. The range of opportunities within a 
recognized profession is broad indeed. The atypi- 
cal man—the whose interests and abilities 
are quite different from those of most of his asso- 
ciates—may even become the exceptionally suc- 
cessful specialist, as when a student with a flair 
for physics and engineering takes up medicine 
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becomes a Roentgenologist and invents new 
means of x-ray photography and diagnosis. An in- 
dividual who once qualifies and attains profes- 
sional status can generally find his place. 

“This fact may serve to explain in part why 
aptitude for a profession is frequently defined in 
terms of aptitude for successful completion of the 
training offered in the professional school. In any 
event, the school is the first hurdle; and so, young 
people want to know the probabilities of their be- 
ing able to gain entrance to, and later to graduate 
from, the courses of training for the professions 
they contemplate...” 


It is clear that no one test will measure 
all the qualities that may be considered 
essential to success in public accounting. 
How large a battery of tests may be found 
necessary may be indicated by a recent 
vocational-aptitude examination for sales, 
technical and executive ability groups, pre- 
pared by Cleeton and Mason and dis- 
tributed by the Psychological Corpora- 
tion. The examination was in 12 parts, as 
follows: 

General Information Test. . . .10 minutes 

Arithmetical Reasoning Test .15 minutes 

Judgment in Estimating Test .10 minutes 

Symbolic Relationships Test. .15 minutes 

Reading Comprehension Test. 6 minutes 


Vocabulary Test............ 5 minutes 

Interest Inventory........... No time limit 
Dominance-Submission....... No time limit 
Independence-Dependence. .. . No time limit 
Extroversion-Introversion. . .. No time limit 


Judgment of Human Nature. .No time limit 


The first job of the Institute’s committee 
must be to appraise the aptitudes, inter- 
ests, and personal characteristics of suc- 
cessful public accountants in an effort to 
determine at least those qualities and ca- 
pacities which are common to a majority 
of successful public accountants. The next 
step would be to establish, through selec- 
tion of existing tests which seem appropri- 
ate, and construction of new ones, a bat- 
tery of tests to measure the extent to 
which a given individual possesses those 
qualities and capacities. Next, the test 
battery must be validated through testing 


hundreds of members of the Institute and 
a thousand or more students in college 
accountancy classes, over a period of years, 
in order to observe whether or not the in- 
dications afforded by the tests are proved 
by experience—in other words, to test the 
tests. 

A start has already been made. The 
Strong Vocational Interest Test, one of the 
outstanding interest tests now in exist- 
ence, includes “accountant” and “certi- 
fied public accountant” among the occu- 
pations listed. Dr. Strong, some years ago 
in the course of his research, tested several 
hundred certified public accountants and 
discovered what he believed to be a valid 
pattern of interests among them. His voca- 
tional interest blank includes questions 
designed to indicate whether or not the in- 
terests of an individual being tested are 
those indicated by the group which had 
already established themselves successfully 
in the profession. The Institute’s commit- 
tee on selection of personnel has arranged 
to have the Strong Vocational Interest 
Test taken by about 3,000 members of the 
Institute and members of their staffs. 
About 1,500 of the blanks have already 
been returned and have been scored. In 
the scoring, the accountants who had 
taken the test were divided into five 
classes: partners, managers, seniors, semi- 
seniors, and juniors. The results showed 
definite cohesion of interest within the sev- 
eral groups; for example, partners showed 
the highest interest in the area appertain- 
ing to “certified public accountant” (which 
it was explained would correspond to the 
higher level of professional public account- 
ing), with a strong secondary interest in 
the area appertaining to “accounting” 
(which it was explained meant bookkeep- 
ing or internal accounting), while among 
the group of juniors these two interests 
were exactly reversed. 

On the other hand, the tests showed a 
very heavy preponderance of negative re- 
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actions by the accountants to the areas of 
interest characteristic of professional mu- 
sicians. This does not mean, it was ex- 
plained, that accountants do not enjoy 
music, but simply that they do not appear 
to have the interests common among pro- 
fessional musicians. The negative reactions, 
as well as the positive, are believed to be 
of value. The main thing of importance is a 
cohesion of interests of accountants in a 
regular pattern, and the extent to which 
such cohesion is shown will indicate the 
validity of the Strong test as applied to ac- 
countants. 

It should be emphasized again that voca- 
tional interest alone is not evidence of abil- 
ity to succeed. One may have an interest 
in the same things in which successful ac- 
countants are interested but lack the neces- 
sary intelligence, information, character, 
personality, work habits, and other char- 
acteristics which are necessary to success. 

The Institute’s committee, with the 
Project Director, is now engaged in a 
study of several of the available intelli- 
gence tests which seem suitable for pur- 
poses of the accounting profession, and 
early experimentation with some of these 
tests is expected. At the same time, work 
has begun in the construction of achieve- 
ment tests designed to show general knowl- 
edge of accounting and auditing, and of 
commercial terminology, and comprehen- 
sion of business materials and business 
mathematics. These are in first draft and 
early criticism indicates that much work 
remains to be done. 


SIGNIFICANCE 


Dr. Wood, as Project Director, has 
made only one promise—that progress will 
be small—but even a small advance will 
pay tremendous dividends. That has been 
the experience of industry, educational in- 
stitutions, and the Army and the Navy in 
the last two decades. 

Regardless of whether or not complete 


and satisfactory measures of capacity for 
public accounting are ever devised, the 
study now under way will surely have val- 
uable by-products: (a) It will stimulate at 
least an attempt at definition of the quali- 
ties which public accountants seek in their 
staff assistants. (b) It should afford a basis 
for educating vocational counsellors, who 
too often are utterly ignorant of the re- 
quirements of the accounting profession, 
to a better understanding of the type of 
men wanted by the accounting schools and 
the accounting profession. (c) It may lead 
to better organized procedure for recruit- 
ing the best type of men for the accounting 
profession, by affording such men informa- 
tion on the basis of which they can judge 
the opportunities in accounting. (d) It may 
develop information which will indicate 
the subjects which should be taught to 
students who intend to enter professional 
accounting. (e) It may stimulate critical 
review of employment policies and staff 
training procedures of the accounting 
firms. (f) It may show the way to improve- 
ment and refinement of the certified public 
accountant examinations. 

If the tests prove to have merit, it is 
hoped that universities which offer instruc- 
tion in accounting may take advantage of 
them in a screening and counseling pro- 
gram for accounting students who are to 
be encouraged to look to accountancy as a 
career. The process might start at the be- 
ginning of the college training in account- 
ing rather than when the student gradu- 
ates and seeks employment with a public 
accounting firm. Naturally, this use of the 
tests is to be left to accounting teachers, 
but the Institute stands ready to cooperate 
with any institution which desires to take 
advantage of the information developed in 
the research program. 

Announcement has already been made 
of the appointment of Professor Thomas 
W. Leland, vice-president of the American 
Accounting Association, as educational 
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director of the American Institute of Ac- 
countants. His job will be to direct the 
staff work and codrdinate all Institute 
activities related to education and exami- 
nations. He will be in a position to see to it 
that the results of the project in selection 
of personnel are utilized to best advantage. 

It is hardly necessary to say that the col- 
laboration of teachers of accounting and 
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of administrative authorities of universi- 
ties is essential to the success of this proj- 
ect. It is the intention of the Institute 
committee, of which Professor Littleton is 
a member, to seek the advice and assist- 
ance of the American Accounting Associa- 
tion, with the earnest hope that its co- 
operation will be available. 


STANDARDS FOR CPA LEGISLATION 


R. L. Boyp 


among state CPA laws and regula- 

tions indicates the need for future 
changes. Many of these changes will prob- 
ably come about through regulations es- 
tablished by the state boards of account- 
ancy. Others must of necessity be accom- 
plished by action of state legislatures. 
There is an especial need to solve the prob- 
lems of interstate practice, restrictive 
legislation, and education for the profes- 
sion. It is desirable that improvements be 
made in other sections also in order that 
legislative and administrative require- 
ments shall be as uniform as possible at a 
high standard throughout the United 
States. 

Efforts to improve CPA legislation have 
taken three forms: (1) the expression of 
approval or disapproval of the state laws 
in connection with admitting certificate 
holders to membership in national account- 
ing organizations, (2) the adoption of uni- 
form examinations for candidates, and (3) 
the preparation of model legislation. Model 
legislation performed its greatest service 
in furnishing a guide to the preparation of 
original CPA bills; it has failed, however, 
to secure uniformly adequate standards 
for certification. The uniform examination 


Ts wide diversity which still exists 


has been the most successful plan yet 
evolved to secure national unity among 
certified public accountants, and to create 
public respect for the certificates secured 
by passing this examination 

Recent committees of the American 
Institute of Accountants have been ac- 
tively considering methods of improve- 
ment for CPA legislation. The 1940 com- 
mittee on state legislation suggested the 
need for a new model law. The 1937 com- 
mittee recommended the preparation of a 
statement of principles for CPA legislation. 
An effective approach would be to appoint 
special committees (or subcommittees) for 
the study of particular phases of such 
legislation, to report findings, and to make 
recommendations for Institute cooperation 
with state societies and state boards of 
accountancy. Cooperation among these 
three groups in a concerted effort to secure 
improved legislation will produce the most 
satisfactory results. 

Recommendations could take the form 
of a statement of principles or the prepara- 
tion of a model bill incorporating adequate 
professional standards. A model bill which 
sets a high standard and includes provision 
for its attainment, either by direct treat- 
ment in the law or by regulatory powers 
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specifically granted to the state board, 
would probably be most useful in securing 
both present and future improvement. 
Whatever plan for attaining proper stand- 
ards may be followed, it is desirable that 
all recommendations should point toward 
a single objective—adequate preparation 
for admittance to the profession of public 
accountancy. Particular emphasis should 
be placed upon professional preparation, 
professional examination, and professional 
recognition. 


ADMINISTRATION 


Administration of CPA laws should be as 
impartial and as nonpolitical as possible. 
This may be accomplished by providing 
for an administrative board of accountancy 
and an examining committee. The admin- 
istrative board should be given power to 
appoint the examining committee; to 
charge and collect fees from applicants and 
registrants; to disburse moneys collected; 
to issue, register, and revoke certificates; 
to determine qualifications of candidates 
for certification; to issue regulations for 
administration of the law; and to enforce 
both legal provisions and reasonable regu- 
lations. The examining committee should 
be given the power to select the examina- 
tion questions, to determine the results, 
and to submit the names of successful 
candidates to the administrative board. 

The administrative board (to be known 
as the State Board of Accountancy) should 
be representative of the groups affected 
by public accountancy legislation—prac- 
ticing public accountants, applicants for 
admission to the profession, and the gen- 
eral] business public. Such representation 
could be secured by statutory provision 
for the appointment of an administrative 
board of accountancy consisting of at 
least three members. One member should 
be a practicing certified public accountant 
to represent the professional practitioners 
of the state. Another should be a college 


teacher of accountancy subjects, preferably 
a certified public accountant, to represent 
the interests of applicants for certifica- 
tion. The third should be a person actively 
engaged in an administrative capacity in 
a business enterprise. Only a few CPA 
laws now provide for administrative rep- 
resentation by a college teacher. None 
has ever provided for membership of a 
business executive. Yet both these groups, 
as well as public accountants, have a 
vital interest in seeing that all who are 
qualified—and only those who are quali- 
fied—may become certified public ac- 
countants. 

Members of the administrative board 
may be appointed by the usual appointive 
agent of the state. It makes little difference 
whether the appointive power is given to 
authorities of the state university, to the 
governor of the state, or to some state de- 
partmental officer. In any case, the ap- 
pointive agent may be represented by an 
ex officio member of the board. 

Provision should be made that the ad- 
ministrative board select an examining 
committee. It should be further provided 
that all members of the examining commit- 
tee must be certified public accountants. 
Only certified public accountants should 
be allowed to construct examination ques- 
tions and to determine the results of exam- 
ination for applicants for admission to the 
public accountancy profession. No other 
group could possibly be so well qualified. 

The law should specify that the admin- 
istrative board may select as an examiner 
any certified public accountant legally 
qualified as such in any state or territory 
of the United States. Such a provision 
would give the administrative board the 
power to use the aid of the board of ex- 
aminers of the American Institute of Ac- 
countants to conduct examinations and 
report results, if it is so desired. It would 
also have the power to appoint certified 
public accountants from the particular 
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state, or to select a board composed partly 
of local and partly of out-of-state certified 
public accountants. The administrative 
board would thus be in a position to select 
examiners in whatever way it might deem 
to be in the best interests of the profession. 
No limit should be placed upon the number 
of individuals who might be selected for 
the examining committee. The number of 
examiners could then be determined by the 
administrative board in accordance with 
the needs. This provision is especially im- 
portant in states which have a large num- 
ber of candidates for examination. 

It is important that in determining the 
period of appointment for members of the 
original administrative board provision be 
made for continuity of board organization. 
A three-year period should be provided. 
Under the three-year plan, one member 
should first be appointed for one year, one 
for two years, and one for three years. 
Successors should be appointed for a term 
of three years. Current representation of 
the appointive agent would be obtained 
through a yearly appointment, and, at the 
same time, there would be no impairment 
of the administrative efficiency of the 
board. Vacancies occurring in the board 
should be filled by the appointive agent 
for the unexpired term. Continuity should 
be provided also by requiring that each 
board member serve until his qualified 
successor has been appointed. 

To finance the administration of the 
law, provision should be made for the 
scheduling and collection of fees. However, 
no absolute schedule of fees should be pro- 
vided by the statute. It is desirable that 
the board be given the power to secure 
sufficient funds for administration and also 
that it be able to adjust the schedule of 
fees to meet its reasonable financial needs. 
However, a statutory limit should be 
placed upon the nature and amount of 
fees which may be charged. Four types of 
fees are suggested: (1) an examination fee 


to be paid by each applicant for examina- 
tion; (2) an initial registration fee to be 
paid by each successful candidate; (3) a 
registration fee to be paid by out-of-state 
certified public accountants desiring to 
practice within the state; and (4) an an- 
nual registration fee to be paid by all 
holders of state certificate. In no case 
should the statutory maximum be pro- 
hibitive. If the twenty-five dollar examina- 
tion fee charged in most states has been 
satisfactory, this sum might be fixed as the 
limit which may be charged applicants for 
examination. Registration fees should be 
limited to a nominal sum—probably not 
more than five dollars. 

As in practically every CPA law at pres- 
ent, provision should be made for self- 
supporting administration. The law should 
require that all costs of administration be 
paid from the funds legally collectible 
under the law, and that no portion of the 
expenses incurred may be a charge against 
the funds of the state. Such provisions pre- 
vent the necessity for appropriation of 
funds by the state legislature and tend to 
remove the desire for political control. 

Membership on the state board of ac- 
countancy should be considered a very 
high honor. Appointment should be ac- 
cepted only by those greatly interested in 
the welfare of the public accounting pro- 
fession. In order to keep membership on 
the board from being considered a finan- 
cially desirable political reward, compensa- 
tion of board members should be limited 
by law to a nominal sum. It might even be 
desirable to state definitely that no mem- 
ber of the state board of accountancy, ex- 
cept the secretary, shall receive compensa- 
tion for his services, and that the amount 
of compensation to be allowed the secre- 
tary shall be determined by the adminis- 
trative board. However, provision should 
be made that state board members be re- 
imbursed for traveling and other necessary 
expenses incurred while engaged in their 
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administrative duties. Provision should 
also be made to allow the administrative 
board to determine the compensation for 
members of the examining committee 
when arranging for each examination. 


QUALIFICATIONS OF CANDIDATES 


Every applicant for certification should 
be required to be a citizen of the United 
States. In the early years of CPA legisla- 
tion it was necessary to recognize foreign 
accountants then practicing in the United 
States by inclusion of the phrase “or per- 
son having duly declared his intention of 
becoming such citizen” in order to allow 
issuance of waiver certificates to those ac- 
countants otherwise eligible under the 
original law in New York and other states. 
There is no longer any need for granting 
waiver certificates to any class of indi- 
viduals. Foreign accountants who have 
received certificates to practice public ac- 
countancy in their own countries (provided 
that minimum educational and technical 
qualifications required of local accountants 
are met) should be allowed to practice by 
registration of their certificates. No title 
other than that of certified public account- 
ant should be recognized for use in this 
country. Foreign accountants with titles 
other than CPA who meet the require- 
ments of the state law should be granted 
the privilege of using the title “CPA”, but 
only so long as they maintain residence in 
the United States and meet the registra- 
tion requirements of each state in which 
they practice. Foreign accountants uncerti- 
fied in their own countries should be re- 
quired to secure certificates from those 
countries or to become United States citi- 
zens before becoming eligible for state cer- 
tification. 

The statute should provide that all ap- 
plicants be legal residents of the state. It 
was necessary in the early laws to allow 
men who were not residents of a state to 


qualify for examination by maintenance of 
an office within the state, because no pro- 
vision was made for recognition of out-of- 
state certificates. Under freedom of prac- 
tice (proposed below in the suggestions on 
interstate practice), no need will exist for 
allowing nonresidents to secure local cer- 
tificates. 

It should not be necessary for an appli- 
cant to maintain a place of business within 
the state. Under a properly restrictive law 
(proposed below in the suggestions on re- 
strictive legislation), to maintain such a 
place of business without a certificate 
would be in violation of the practice provi- 
sion of the law. Because every state makes 
provision for certification, such certifica- 
tion should be restricted to its own resi- 
dents. There should be no opportunity for 
residents of one state, whether because of 
supposedly easier examinations or because 
of failure to pass the examination in their 
own state, to apply for certification in an- 
other state without first establishing legal 
residence. 

All candidates should be required to 
meet the same minimum qualifications. 
In order that’all candidates might be eligi- 
ble at the earliest possible moment con- 
sistent with the contractual laws of each 
state, the minimum age for candidates 
should be fixed at twenty-one years. Re- 
gardless of differences in some states be- 
tween contractual ages of men and women, 
the same requirements should be made of 
all candidates. 

Every applicant should be required to 
present evidence of good moral character 
before being accepted as a candidate for 
examination. It is particularly essential 
that the applicant not be guilty of com- 
mitting an act which ordinarily would be 
deemed a cause for revocation of certifi- 
cates. Careful attention by the adminis- 
trative board to the character of an appli- 
cant will often avoid later difficulty in at- 
tempting to revoke a certificate held by an 
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individual who should never have had the 
opportunity to receive it. 


GENERAL EDUCATION AND TECHNICAL 
TRAINING 


No candidate should be admitted to a 
CPA examination until he has furnished 
evidence of meeting proper standards of 
education and technical training. Such 
standards should be set by the state board 
of accountancy and should be in line with 
the requirements for admission to other 
professions. The CPA law should provide 
that candidates for certification must meet 
minimum standards, to be stated in the 
law, and such additional requirements as 
the state board of accountancy may re- 
quire. It is important that provisions for 
education and technical training be stated 
as minimum requirements in order that 
they will not be interpreted to mean abso- 
jue requirements. It is also important 
that the administrative board be given the 
power to increase general educational and 
technical training requirements. The law 
will thus serve to prevent a state board 
from accepting lower standards, while at 
the same time it will allow those standards 
to be raised, as the state board deems it 
essential, without the necessity of further 
legislative action. 

Public education is so universal in the 
United States today that to require that 
candidates for the CPA examination must 
have had a high school education or its 
equivalent will eliminate practically no one 
from consideration. At the time CPA legis- 
lation was first enacted, the requirement of 
a high school education placed account- 
ancy upon a par with the professions of 
medicine and law as to pre-professional 
education. But continued dependence upon 
practical experience as the principal re- 
quirement has caused accountancy to fall 
far behind other professions in. require- 
ments for both general education and tech- 
nical education. 
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The public accountant is no longer lim- 
ited in the scope of his activities to the in- 
vestigation of accounts to detect fraud or 
to determine error. He has become a busi- 
ness adviser—an expert in all matters deal- 
ing with financial information. He must of 
necessity associate with men of broad edu- 
cational training—leaders in commerce, 
industry, and government. He must be 
well-read; he must be able to think clearly; 
he must be able to give his thoughts ex- 
pression, both orally and in writing, as a 
well-educated man. 

The collection of financial facts, their 
verification, and their presentation have in 
the past constituted the great bulk of pub- 
lic accounting service. But broader fields of 
interpretation and financial advisory serv- 
ice are beginning to open to the profes- 
fesional accountant. As these fields of 
service are developed, the public account- 
ant will come more and more into contact 
with well-educated men and women. If his 
judgment and advice are to be respected, 
coming generations of accountants must 
possess, in addition to a thorough technical 
training in the principles and procedures of 
accountancy, a cultural education on a par 
with that of members of other recognized 
professions. No longer can high school edu- 
cation be considered sufficient for admis- 
sion to any profession. A college education 
for professional accountants is more essen- 
tial today than a high school education was 
forty years ago. Even the specialist in the 
auditing of accounts will be of greater 
service to his clients if he has been thor- 
oughly trained in English composition, 
oral expression, mathematics, economics, 
finance, business administration, law, po- 
litical science, and similar subjects. 

It should be the immediate objective of 
the public accountancy profession to re- 
quire that all candidates for the CPA ex- 
aminations have a general education that 
is the equivalent of the present require- 
ments for admission to other professions. 


| 
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The law should provide that the state 
board of accountancy have the power to 
determine the educational qualifications to 
be required of CPA candidates. By this 
provision, a minimum, flexible, standard 
could be set. 

CPA legislation should make certain 
that no untrained person will be permitted 
to engage in the practice of public account- 
ancy. The law should require that every 
candidate must have not less than three 
years of technical training’ in account- 
ancy. The state board of accountancy 
should be given the power to determine 
the sufficiency of such technical training. 
Provision should also be made that the 
state board may accept the completion of 
approved courses in accountancy, public 
accounting experience, or sufficiently di- 
versified private accounting experience as 
evidence of proper technical training. 
Regulations of the state board should rec- 
ognize the study of accountancy and re- 
lated courses in college as an equivalent of 
part of the training required in the office of 
a public accountant. Some types of private 
accounting experience, particularly in cer- 
tain governmental positions or in the 
private employment of very large corpora- 
tions, might also be accepted by the board 
as a part of the required amount of train- 
ing. In any case, a minimum of one year of 
public accounting experience should be re- 
quired. 

Every candidate for the CPA examina- 
tion should in the near future be required 
to have, at least, a high school education, 
the equivalent of two years of general 
college education, and three years of tech- 


1 The term “technical training,” as used herein, is 
intended to include both ience in the practice of 
public accounting and t ical education for ac- 
countancy. “Experience” refers to any type of ac- 
counting practice which may be deemed suitable as 
preparation for the public accountancy profession. 

echnical education refers to both accountancy sub- 
jects and related business subjects which contribute 
directly to professional preparation. 


nical training for accountancy as herein 
defined. Four-year college graduates with- 
out technical training in accounting should 
be admitted to the CPA examination after 
acquiring at least two years of public ac- 
counting or other satisfactory experience. 
Four-year college graduates who have had 
sufficient approved accountancy training 
in their courses, should be admitted to the 
examinations without prior experience but 
be required to secure at least one year of 
public accounting experience before a cer- 
tificate will be granted. 

Both technical education for account- 
ancy and practical experience in account- 
ancy should be recognized as providing the 
technical training requirements. Both are 
useful in acquiring professional knowledge, 
attitudes, and skills. The important point 
is that candidates for the CPA examina- 
tion should be thoroughly prepared for ad- 
mission to the public accountancy profes- 
sion. Both forms of acquiring such prepara- 
tion should be given proper recognition. 

Of all the professions, only public ac- 
countancy continues to place great empha- 
sis upon a sort of apprenticeship training, 
The influence of British precedent early 
manifested itself in the United States in 
regulations of state boards requiring that 
CPA candidates must have had public 
accounting experience before sitting for 
the examinations. There is no evidence, 
however, to show that such experience in 
the United States has ever been educa- 
tionally on a par with the type of appren- 
ticeship training given to British account- 
ants. The apprenticeship system in Great 
Britain is an educational system in which 
the practitioner must teach the apprentice 
(under strict rules of the guilds or pro- 
fessional societies) his trade or profession. 
It requires both practice in the office of 
the master and study under the master’s 
direction. Professional examinations for 
the chartered accountant certificate are 
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given by the professional societies. 

In America evidence of having been 
employed in the office of a public account- 
ant for a term of years does not necessarily 
mean that the individual is properly pre- 
pared to enter professional practice. In 
fact, the high percentage of failures in the 
CPA examinations in the United States 
indicates that more than this experience is 
needed. Public accounting experience of 
sufficient diversity, if properly supervised 
by practicing public accountants and sup- 
plemented by thorough outside study of all 
phases of accountancy, can furnish an in- 
dividual with an excellent technical train- 
ing. Technical education in accountancy 
and in related subjects, acquired under the 
instruction of experienced and capable 
teachers, and especially when supple- 
mented with proper laboratory materials 
and techniques, will also furnish an ex- 
cellent technical training. 

Regardless of whether an individual has 
secured his technical training through the 
study of courses in accountancy and re- 
lated subjects, through experience in the 
office of a certified public accountant, 
through private study and sufficiently di- 
versified experience in private accounting, 
or through any possible combination of 
these methods of acquiring such training, 
the sufficiency of technical training should 
be taken into account in admitting candi- 
dates to examination. 


THE EXAMINATION 


Each candidate should be required to 
pass a thorough written examination suf- 
ficiently diversified and difficult to furnish 
evidence that he possesses the ability to 
analyze and solve accounting problems, 
that he has a broad general knowledge of 
business procedures, that he understands 
the relationship of law to public accounting, 
the methods of verification and the means 
of internal check, that he can present fi- 
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nancial information clearly, and that he po- 
sesses the judgment necessary to interpret 
well and report wisely. The examination 
should be the supreme test of an individ- 
ual’s technical ability. Personal qualifi- 
cations, general education, and minimum 
technical training requirements should be 
met before admittance to the examination. 

The minimum examination should be 
one which covers the subjects of account- 
ing theory, accounting practice, auditing, 
and business law as related to account- 
ancy. But provision should also be made 
for examination in such additional subjects 
as may be prescribed by the administrative 
board. It is desirable that examinations 
throughout the United States meet a uni- 
formly high standard. It is also desirable 
that each state board shall be left free to 
require examination in additional subjects. 
Such an examination as that prepared by 
the Board of Examiners of the American 
Institute of Accountants in cooperation 
with the representatives of state boards of 
accountancy should be the minimum ex- 
amination requirement. State boards might 
easily require, by regulation, additional 
examination in accounting problems and 
auditing procedures peculiar to special in- 
dustries operating within the state, or in 
other special subjects. However, to facili- 
tate the complete recognition of all certifi- 
cates in interstate practice it is necessary 
that examinations given in every state be 
either prepared by or approved by a 
general committee of state boards of ac- 
countancy in cooperation with the board 
of examiners of the recognized national 
professional organization. 

Provision should also be made that can- 
didates who are successful in all but one 
section of the examination may be ad- 
mitted to re-examination in that section 
alone at the following regular examination. 

All candidates who do not pass the re- 
quired number of sections or the re-exami- 
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nation subject should be required to 
present evidence of additional technical 
training (education, experience, or both) 
before being admitted to another examina- 
tion. The requirement for additional train- 
ing would serve to prevent continued and 
often futile examination attempts by in- 
adequately prepared individuals. No other 
limit, however, should be placed upon the 
number of times a candidate might apply. 
Under this plan, no one could claim that he 
was prevented by legislation from proving 
his qualifications. The requirement for evi- 
dence of additional preparation after each 
failure would effectively serve to reduce 
continuous or random examination at- 
tempts in the hope of finding an “easy” 
examination or a group of examination 
questions involving problems with which 
the candidate has had particular experi- 
ence. 


INTERSTATE PRACTICE 


Interstate practice should be permitted 
as freely as is consistent with the best in- 
terests of the general business public and 
the public accountancy profession. This 
should be accomplished by maintaining 
some control over all practitioners within 
each state, without imposing any undue 
restrictions or impediments to the activi- 
ties of certified public accountants from 
other states. So long as certified public ac- 
countants from other states are allowed, 
without registration, to enter a state to 
engage in practice, difficulties will arise 
either from lack of control by the local 
state board or in complaints from resident 
accountants. 

Legal recognition of interstate practice 
should be made so simple that there will be 
no difficulty in meeting the requirements 
of the law. The law should provide that 
certified public accountants may register 
for practice in any state merely upon appli- 
cation for registration. Application for 


registration should be accompanied by a 
certified statement of good standing from 
the board of accountancy of the state 
in which the applicant’s CPA certificate 
has been secured. A registration fee, not 
to exceed five dollars, should be required. 
Registration should be valid from the 
date of application for a period of one 
year following that date. Interstate regis- 
tration certificates should be subject to 
the same provisions for cancellation or 
revocation as are local CPA certificates. In 
addition, it should be provided that such 
registration certificates shall be invalid at 
any time the original CPA certificate 
ceases to be valid in the state of issuance. 

Present provisions for reciprocity, and 
other requirements now in effect for out-of- 
state CPA’s, tend to hamper freedom of 
interstate practice. There should be no 
need for specific reciprocity, for evidence 
of similar standards, or for investigation 
by the registering state board. Certifica- 
tion of the application by the secretary of 
the state board of accountancy of the state 
in which the CPA certificate was obtained 
should be sufficient. 


REGULATION OF PRACTICE 


Public accountancy can never be com- 
pletely a profession until only those 
properly qualified, as evidenced by certifi- 
cation from a state board of accountancy, 
are allowed to engage in public account- 
ancy practice. So long as anyone, qualified 
or unqualified, certified or uncertified, may 
practice public accountancy at will, pro- 
tection to the public will be less than it 
should be. All state laws must eventually 
restrict both title and practice to persons 
certified by the state board of account- 
ancy. 

A type of regulatory law is needed which 
will restrict both title and practice to cer- 
tified public accountants; which will recog- 
nize existing rights of noncertified public 


RG 


sea 


of 
of 
an 
of 


accountants; and which will enable ex- 
perienced, competent, and reputable non- 
certified practitioners to secure CPA cer- 
tificates within a reasonable period of time 
following the enactment of restrictive 
legislation. 

The use of the title should be so re- 
stricted that no one except a certified pub- 
lic accountant would be permitted to use 
any title, words, initials, or characters to 
indicate that he possesses the qualifications 
of a public accountant or is authorized to 
offer his services to the general public as 
an accountant or to engage in the practice 
of public accountancy. 

The law should provide a clear definition 
of the meaning of the practice of public ac- 
countancy. If unconstitutionality can be 
avoided, such a definition should not be 
limited to the auditing of accounts or to 
the certification of financial statements. 
Public accountancy is much broader than 
professional auditing. It involves the ex- 
amination of all phases of the collection, 
verification, presentation, and interpreta- 
tion of financial information, as well as 
financial advisory services based upon such 
information. Although to restrict the prac- 
tice of public accountancy only to the 
verification and certification of statements 
would be a great forward step, it would 
leave unregulated a large part of the work 
of the profession. 

A desirable definition of the practice of 
public accountancy would be one which 
could be interpreted to include all types of 
accounting services performed in a profes- 
sional relationship (not in an employer- 
employee relationship). This type of defi- 
nition might be somewhat as follows: “A 
person engages in the practice of public ac- 
countancy within the meaning of this law 
who offers to perform or who does perform, 
for remuneration, in the capacity of an im- 
dependent practitioner, any services involv- 
ing the collection, verification, presenta- 
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tion, certification, or interpretation of 
financial information secured by means of, 
or from, or based upon, accounting forms 
and records.” 

To overcome political opposition to re- 
strictive legislation and to clarify the pur- 
pose of the law, it is necessary that certain 
exemptions from the practice requirement 
be provided. To prevent a declaration of 
unconstitutionality, it should be provided 
that nothing in the law shal] be construed 
to prevent any individual from being em- 
ployed in a continuous contractual rela- 
tionship as an accountant for any private 
individual, trust, partnership, corporation, 
or governmental subdivision. It is also de- 
sirable that provision be made that nothing 
in the law shall be construed to prevent 
any attorney at law from compiling or pre- 
senting financial data incident to the fur- 
nishing of legal advice or the preparation 
of cases for court action. 

As a matter of protection to the public, 
to prevent a declaration of unconstitu- 
tionality, and for the purpose of enforcing 
the restrictive feature of the law, it is 
essential that some reasonable control be 
exercised over all practitioners. To this 
end, the law should provide that uncerti- 
fied individuals, actually engaged as prin- 
cipals in the practice of public accountancy 
at the date of passage of the law may, upon 
proof of such practice, register with the 
state board of accountancy within a 
reasonable time after enactment of the law. 
Such persons registered with the state 
board of accountancy should be exempt 
from the restrictive provisions of the law. 
Registrants desiring to be continuously ex- 
empt from the restrictive provisions should 
be required to register annually with the 
state board of accountancy. They should 
not be granted a special title. Registration 
statements issued by the state board of 
accountancy could be titled simply “Ac- 
knowledgment of Registration for Exemp- 
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tion from the Public Practice Provisions 
of the State Accountancy Law.” 

If the law is to be adequately enforced, 
it is necessary that practice by uncertified 
individuals be penalized. Penalties should 
be provided for violation of any provision 
of the law. The penalty for falsely adopting 
the title “certified public accountant,” for 
using any name, title, words, letters, or 
characters to indicate that the uncertified 
individual is a professional accountant, or 
any unauthorized engagement or offer to 
engage in public accounting practice 
should be those usually applicable for a 
misdemeanor. It is desirable that the law 
specifically state the penalty. Provision 
should be made that each violation of the 
law shall be a misdemeanor and that each 
offense shall be punished by the imposition 
of a fine, imprisonment, or both. For ef- 
fective enforcement, it should also be pro- 
vided that the state board (or a state en- 
forcement agency) shall be empowered to 
investigate, and to take proper action for 
enforcement of the law when deemed neces- 
sary, upon complaint filed by any citizen 
of the state. 

The law should provide for the issuance 
of but one title—certified public account- 
ant. This title should be granted by certifi- 
cate from the state board of accountancy 
to those who have met the qualifications 
required by law and prescribed by board 
regulation, and only upon recommendation 
of the examining committee. 

The state board of accountancy should 
be required to keep a record of all certifi- 
cates issued. Provision should also be made 
that all certificates must be registered an- 
nually either with the state board of ac- 
countancy or with a state registration 
agency. Registration of original certifi- 
cates and annual registration of active cer- 
tificates would give the state board of ac- 
countancy better control of public ac- 
countancy practitioners. Such registration, 
together with other information as to loca- 


tion, practice, etc., would make possible 
the maintenance of an active register, af- 
ford closer contact with authorized practi- 
tioners, and should aid in the prevention 
of unauthorized practice. 

The state board of accountancy should 
be given the power to revoke certificates 
after due hearing. Provision should be 
made that hearings are to be conducted 
with the advice and assistance of the at- 
torney general of the state. In order to 
prevent a great deal of litigation in connec- 
tion with the revocation of certificates, the 
common causes for revocation should be 
specified in the law. These should be: (a) 
conviction of a felony, (b) proof of conduct 
involving moral turpitude, (c) proof of 
fraud in the preparation or certification of 
financial statements, (d) evidence of gross 
negligence, or (e) other evidence indicating 
unsuitability for the profession of certified 
public accountant. 

There should be provision that the board 
may adopt a code of ethical standards to 
apply in determining “evidence of unsuit- 
ability for professional practice” under the 
revocation power granted to the state 
board. However, any rules adopted under 
this provision should be clearly for the pro- 
tection of clients and the public, and 
should not include rules of conduct affect- 
ing mainly the interests of the professional 
group. Such matters as personal advertis- 
ing, contracting for contingent fees, solici- 
tation, competitive bidding, proselyting 
employees, incorporated accountants, and 
the like, should be controlled by the pro- 
fessional societies—the recognized state 
and national organizations of certified pub- 
lic accountants... 

The law should also make provision for 
reinstatement of revoked certificates if 
additional hearings or investigations jus- 
tify such action. 

No harm can come from the inclusion 
in the CPA law of such provisions as 
privileged communications, exemption 
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from jury service, oath of allegiance, dis- 
closure of personal interest, ownership of 
working papers, fidelity bonds, and similar 
noncertification items. However, they are 
nonessential to the purpose of such a law 
and are probably better dealt with in some 
other manner. 

All efforts to improve CPA legislation 
should be confined to action to raise cer- 
tification standards and to protect the 
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public against practice by unqualified, un- 
certified individuals. It is particularly im- 
portant for the future development of the 
profession that especial emphasis be placed 
upon improvements in the requirements 
for education and technical preparation of 
candidates for admission, and for the re- 
striction of all public accountancy practice 
to those certified under the provisions of a 
state accountancy law. 


EDUCATION FOR THE PROFESSIONAL 
ACCOUNTANT" 


C. AUBREY SMITH 


“As every institution, in order to succeed, 
must be built on a solid foundation, so it is 
with our profession, the groundwork being 
education.” (J. Edward Masters, CPA in 
The Journal of Accountacy, November, 1915.) 


T THE outset, certain limits must be 
A placed, certain words defined and 
their meaning made definite. Edu- 

cation is not considered here in its broader 
sense as pointed out by Mark Hopkins as 
“everything that exerts a formative influ- 
ence,” or as so aptly put by H. Ballou: 
“Education commences at the mother’s 
knee and includes everything spoken in the 
hearing of children.” Education for pur- 
poses of this discussion is considered to be 
the formal schooling and training received 
or capable of being received by every 
American boy and girl of this generation. 
By professional accountant is meant any 
one who practices accounting on a pro- 
fessional level as contrasted to a strictly 
clerical or routine bookkeeping and pro- 
cedural level. As such it would include the 
work of internal accounting and auditing 


— from the Texas Accountant of December, 


as well as the professional practice of the 
independent public accountant. 


QUALIFICATIONS FOR ACCOUNTING 


Before standards of education and train- 
ing for accountants can be enunciated with 
any degree of success, it would appear 
worth-while to construct a reasonable 
facsimile of an applicant for a position in 
professional accounting who may be ex- 
pected to advance to the rank of senior 
accountant, manager, and principal. Per- 
haps much of the loose thinking and differ- 
ence of opinion about education of the 
accountant results from a failure of the 
practitioner and the educator to have a 
common understanding of this funda- 
mental question. 

If I were asked to rough out the pattern 
for this embryonic but potentially success- 
ful accountant, the parts which would go 
to make him up would be as follows: 


(1) He should be between 20 and 24 years of 


age; 

(2) Of better than average intelligence (he 
should have an I.Q. definitely within the 
first quartile of his age group); 

(3) Physically strong and in good health; 
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(4) Possessed of high standards of honesty, in- 
tegrity, and morality; 

(5) A pleasing personality; 

(6) Sufficient general or liberal education to 
provide poise, self-confidence, and a strong 
sense of right, duty, loyalty, and honor; 
and, 

(7) Sufficient technical and professional train- 
ing to assure himself and his employer that 
he has an interest in, aptitude for, and 
technical skill in professional accounting as 
his life’s work. 


With these qualifications it is doubtful 
anyone will disagree. Perhaps others need 
be added such as: (1) intensity of purpose, 
(2) willingness to work hard, (3) the habit 
of reflection, and (4) correctness and pre- 
. Cision in the use of the mother tongue. Any 
differences of opinion arise not in the per- 
sonal qualifications needed, but chiefly in 
the extent of his educational background 
and how and when the educational re- 
quirements shall be obtained. 


IS HIGH SCHOOL GRADUATION ENOUGH? 


The great majority of our CPA laws, 
forty to be exact, were on the various 
states’ statute books by 1915. Up to that 
time, perhaps high school training as a 
requisite for accounting success was ade- 
quate. But in the last 25 years to 30 years 
many changes have taken place not only 
in the public high school but also in the 
economic and business world and in the 
very nature of professional accounting 
itself. 

These economic and technical changes 
and the increased influence and responsi- 
bility of professional accountants are caus- 
ing many people to look askance upon 
high school graduation as sufficient educa- 
tional background for professional attain- 
ment. 

But what of the high school graduate’s 
training today as compared with that of 
his father or uncle in 1915? In that 
earlier period a person graduating from a 
standard high school earned 18 to 22 


credits in courses about as follows: 4 years 
of English, 3 to 4 years of mathematics, 
3 to 4 years of history and civics, 3 to 4 
years in science, 3 to 4 years in foreign 
language, and other solid courses sufficient 
to make the necessary total. Today the 
typical high school requires from 16 to 19 
units to graduate, with about 9 solid 
courses required of everyone and enough 
general and assorted subjects to make the 
total. Many students are graduating from 
Texas high schools with but 3 years of 
English, 2 years of mathematics, 2 years of 
history and 2 years of either science or 
language, and with the rest of their courses 
consisting of glee club, band, school clubs, 
football, art, baseball, printing, radio, 
speech, photography, journalism, safety 
patrol, typing, and other miscellaneous 
and assorted so-called “social” subjects. 
Many high schools have completely elimi- 
nated mathematics as a requirement for 
graduation. 

High school authorities have generally 
prepared two routes to graduation: (1) 
a program which leads toward college 
training and professional pursuits, and (2) 
a program which leads toward terminal 
education and a trade—the latter program | 
being less difficult and permitting for local § 
political reasons practically any one to 
graduate who attends classes better than 
70% of the time and whose intelligence is 
slightly above that of a high-grade moron. 

Any one who has made the slightest 
survey of the present-day high school will 
admit that graduation therefrom is a very 
thin base on which to build a professional 
pursuit and clearly fails adequately to 
meet the requirements either of liberal 
education or technical training for pro- 
fessional accounting. 


WHAT OF COLLEGE EDUCATION? 


Under this topic three questions appear 
to require answering. They are: (1) Is a 
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college education desirable for the person 
who expects to practice accounting pro- 
fessionally? (2) Is it essential? and 3) Are 
there college facilities in Texas available 
to the great masses of Texans? 

The obvious answer to the first question 
is “Yes.” If this is not true, then why do 
so many, if not most, of our better local 
as well as national accounting firms and 
industrial corporations prefer college grad- 
uates? The more debatable question is 
whether college training is essential. To 
this more difficult question, I feel the an- 
swer is still ‘“Yes,” and cite the following 
as reasons therefor: 

(1) High school graduation provides 
neither the basic training for citizenship 
and living nor the mental discipline de- 
manded of future professional accountants. 

(2) College work, if well selected, will 
provide this basic background of general, 
cultural, and disciplinary training so essen- 
tial to provide poise, confidence, and ca- 
pacity to meet on any level with future 
business and professional contacts. 

(3) College is a winnowing or screening 
process which assists both the student and 
the profession in determining whether he 
(the student) really has the aptitude for 
future professional work. 

(4) The accumulation of knowledge and 
an acquaintance with experiences of others 
as recorded in books can be obtained more 
quickly and efficiently by attending classes, 
lectures, and following reading lists and 
preparing assignments under the supervi- 
sion of professional instructors than can be 
secured by the individual’s studying alone 
and at home without adequate guidance. 

It is not to be inferred from the last 
item that an individual cannot get most 
of the advantages of college without ac- 
tually attending classes in the atmosphere 
of the ivy-covered college building. Such 
advantages he can indeed secure if he is 
willing to pay the price in terms of hours 
of study, reading, attending lectures, etc. 
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That he is unlikely to do so is quite obvi- 
ous. An individual entering upon his 
career in an accounting office is likely to 
use whatever spare study time he has in 
reading professional and technical litera- 
ture rather than Plato’s Republic or the 
other 99 books which St. John’s College 
and Professor Mark Van Doren say must 
be studied before a person can be consid- 
ered as having a liberal education. In this 
connection, A. P. Richardson, writing in 
the April, 1923, issue of the Journal of 
Accountancy, said: ‘‘The man who takes 
up his vocation without some knowledge 
of the finer things in life is not likely to 
acquire them—at any rate not before mid- 
dle age. He will be so extremely busy 
earning a living and paying the rent that 
in all too many instances he will be unable 
to enlarge his view during the earlier years 
of his professional life.” 

In answer to the third question, it 
should not surprise you to learn that there 
are 20 senior colleges and universities and 
an additional 35 junior or two-year col- 
leges in Texas. During the 1940-1941 ses- 
sion approximately 70,000 individuals 
were enrolled in Texas colleges and univer- 
sities. These various educational institu- 
tions are so spaced geographically through- 
out the state that no one is prevented from 
pursuing organized college courses if he so 
desires. In addition, several of these insti- 
tutions offer courses by correspondence 
and maintain extension teaching and 
evening courses for college credit. 

That the people of Texas are making 
greater use of their educational establish- 
ments today than they were in 1915 no one 
denies. In 1941 some 61,078 individuals 
graduated from high school, whereas in 
1915 the number was below 10,000. 

The Federal Census is authority for the 
statement that as of 1940, of the native 
white population 25 years or older in urban 
Texas, 7% were college or university 
graduates, 10% had completed 2 years of 
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college, and 23% had graduated from high 
school. Estimates made by responsible 
educational authorities of comparable data 
as of 1915 indicate that approximately 1% 
were college graduates, 2% had completed 
2 years of college, and only 5% had com- 
pleted high school. From this tabulation it 
appears that there were actually more peo- 
ple in Texas graduating from college in 
1940 than graduated from high school in 
1915. That the trend toward larger num- 
bers of persons graduating from college 
will continue in the future appears obvious 
and irrefutable. 


SEPARATE SCHOOLS OF ACCOUNTING 


Recently the thought has been gaining 
prominence that separate schools should 
be established for the training of public 
accountants. With this idea I am in hearty 
disagreement for the following reasons: 

(1) The courses necessary for training 
in public as contrasted with industrial ac- 
counting and internal auditing differ but 
slightly, if at all. 

(2) The profession of public accounting 
can absorb but a limited number of junior 
accountants annually. To train a large 
number of individuals specifically for pub- 
lic practice and not have jobs for them 
would result not only in inefficiency in edu- 
cation but leave many capable youngsters 
discouraged. The danger to the profession 
from a substantial number of such poten- 
tial malcontents is obvious. 

(3) The administrative cost of special 
schools of accounting separate and apart 
from established business schools is such 
as to preclude their development in a sat- 
isfactory manner. 

(4) The tendency in such special schools 
is to encourage the student to crowd in all 
the accounting courses possible and to ex- 
clude other business subjects equally 
worth-while for his professional future. 

(5) The same results presumably to be 
achieved by independent accounting 


schools can be secured by having special 
accounting programs within the estab- 
lished business curriculum. 

It would be difficult to find words to 
express the appreciation which accounting 
people have or should have for the work 
done by accounting correspondence schools 
in this country. This type of training has 
helped many a person to higher positions 
and even toward passing the CPA exami- 
nation. I pursued work with two cor- 
respondence schools in the early twenties 
and at the present time am handling (I dare 
not say teaching) a course in elementary 
accounting by correspondence. My reac- 
tions to these courses by mail are twofold: 

1. They have served and are serving, 
within limits, a most useful purpose. 

2. The correspondence course does not 
and cannot take the place of comparable 
work given in organized college classes by 
a staff of well-trained and experienced ac- 
counting instructors. 

Perhaps this last statement requires am- 
plification. Correspondence courses gen- 
erally make use of text materials which the 
student studies and then answers ques- 
tions and works problems using the tech- 
niques and principles studied in the text 
material supplied. He usually gets but one 
point of view, is not required to study 
supplementary texts, does not have the 
upportunity to discuss personally in con- 
ference or in class the principles and tech- 
niques enunciated with an instructor, and 
misses almost completely the advantages 
of organized lectures and class discussions. 
On the other hand, the student who pur- 
sues accounting in the college classroom 
quickly learns that he is studying a sub- 
ject concerned with a body of organized 
knowledge and not simply a course text. 
He is made acquainted with the history, 
evolution and theory underlying account- 
ing. He is taught to take nothing for 
granted, even to taking issue with princi- 
ples presented in the texts he may be using. 
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He is therefore encouraged to develop an 
attitude to independent thought and anal- 
ysis, modified always by sound reasoning 
and the factual situation. 

The correspondence course is particu- 
larly valuable to the student who has had 
the advantages of accounting work in the 
classroom. I am asked almost daily by 
graduating students and graduates of past 
years what I think of correspondence 
courses in accounting, and which course 
they should pursue. My invariable answer 
is that all of them are good and are valu- 
able for implementing their collegiate 
work, are excellent for review and CPA 
preparation, and, in many cases, for adding 
to their fund of accounting knowledge. 

With the argument that accounting in- 
structors must have the Ph.D. degree or 
the CPA certificate, I have no patience. 
The real test of a good instructor is sim- 
ple enough—Is he a good teacher and has 
he had sufficient training and experience 
to turn out young people equipped to suc- 
ceed in an accounting office? To secure the 
confidence of the practitioners in the area 
in which the school operates and the re- 
spect of his students, however, the ac- 
counting instructor will do well to have the 
certificate implemented by at least three 
years of professional accounting practice. 
The Ph.D. degree, while not indispensable, 
is of course desirable. The young account- 
ing instructor should be encouraged to se- 
cure this advanced degree if for no other 
reason than that it gives him prestige and 
academic standing with other departments 
of the university to which he may be at- 
tached. It also helps to get his salary 
raised. 


A FOUR-YEAR COLLEGIATE PROGRAM 


The statement has been made that 
schools of business have been reluctant to 
organize a course of study leading directly 
to professional accounting. Such a state- 
ment is obviously unfair, as many of our 
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colleges and universities have detailed 
programs of study for professional ac- 
counting students specifically set out in 
their bulletins. Professor R. B. Kester at 
Columbia University has a splendid five- 
year program with two years of general 
education and three years devoted to ac- 
counting and other business subjects. 

Below is set forth what appears to me 
to be a sound basic four-year program for 
the student who contemplates the profes- 
sional practice of accounting: 

First YEAR 
A 
. English Composition 
. Mathematics—Number Principles and Ad- 
vanced Arithmetic 

. Survey Course in Physical Sciences 
. Survey Course in Social Sciences 
Survey Course in Fine Arts 


B 


. English Composition 

. Mathematics—College Algebra 

. Survey in Biological Sciences 

. Survey Course in Philosophy and Psychology 

. Elective or Survey Course in Business Admin- 
istration 


GW 


SECOND YEAR 


A 
. English Literature 
Principles of Economics 
. American History 
. Mathematics of Accounting and Statistics 
. Elementary Accounting 


B 


. American Literature 

. Economic Problems 

. American Government 

. Business and Professional Speech 
. Elementary Accounting 


Tuirep YEAR 
A 


. Intermediate Accounting 

Cost Accounting 

Business and Commercial Law 
Corporation Finance 

Business English and Correspondence 
Elective from Marketing or Management 
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B 


. Intermediate Accounting 

. Accounting Procedures and Systems 

. Business and Commercial Law 

. Business Statistics 

. Report Writing 

. Elective from Budgeting or Short-Term Fi- 
nance 


FourtH YEAR 
A 


. Advanced Financial Accounting 

. Auditing Principles 

. Advanced Business Law 

. Federal and State Taxation 

. Municipal and Governmental Accounting, or 
Advanced Cost Accounting 


B 


. History, Evolution, and Theory of Accounting 
. Advanced Auditing 

. Advanced Law (Administrative) 

. Federal and State Taxation 

. Advanced Accounting and CPA Problems 


This program while sufficient to meet 
the needs for which it is proposed would 
necessarily have to permit some flexibility. 
For example, a natural science such as 
chemistry, physics, geology, or biology 
might be elected in place of the science 
survey courses. Likewise, a foreign lan- 
guage might well be selected in lieu of the 
survey courses in fine arts and business 
administration. 

Other programs may be prepared. We 
have at the University of Texas a com- 
bination four-year engineering-business 
program and a four-year law-business 
program. In all such non-accounting pro- 
grams it would be necessary to superim- 
pose at least an additional year for con- 
centration in accounting subjects. 

Psychologists have made rapid strides 
within the past 25 years in the field of in- 
telligence, interest, and aptitude tests. 
However, these psychologists tell us that 
they have not devised any one test or a 
series of tests which will determine 
whether an individual will be successful 
in public accounting. These tests may as- 


sist in weeding out those who probably 
have no aptitude whatsoever. Many a per- 
son, however, may have some aptitude for 
accounting, such as number sense, imagi- 
nation, analytical ability, etc., but may 
not have the other attributes which fre- 
quently can be discovered only on a trial 
basis. The real test of whether a person 
has a knack for and interest in accounting 
is to run him through at least one tough 
course in accounting. An alert instructor 
can soon discover whether the student 
should be encouraged to continue toward 
accounting as a profession. After the sec- 
ond-year course, there can be no doubt 
either in the mind of the student or his in- 
structor. 


EDUCATIONAL REQUIREMENTS FOR THE 
CPA CERTIFICATE 


The subject of this paper is peculiarly 
of interest in Texas at this time. A pro- 
posed new Texas Public Accountancy Law 
has been preliminarily drafted to be 
brought to the Legislature in January of 
1945. 

Section 12 of this proposed Act sets out 
the requirements for the CPA certificate 
and includes the educational requirement 
in this language: “ . . . who is a graduate 
of a high school with a four-year course 
(or graduate of an equivalent institution 
in a foreign country) or has had an equiva- 
lent education.” In item (e) of this section 
in which three years’ practice is proposed, 
it is provided that ‘‘a graduate of a college 
or university recognized by the Board who 
has completed 30 or more semester hours 
or the equivalent thereof in the study of 
accountancy, business law, economics and 
finance, at least 20 hours of which were in 
accounting, may be granted one year’s 
credit toward fulfillment of the public 
practice requirement.” 

Without exploring the subject of what 
constitutes a college—whether it be a 
junior college, a senior college, a business 
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college, a barber college, or the College of 
Hard Knocks—it might be of interest to 
compare educational requirements of the 
other professional and semi-professional 
pursuits in Texas, as set out in Vernon’s 
Texas Statutes, with those of public ac- 
counting. They are as follows: 


Medical Doctor—60 semester hours of college 
courses and graduation from an approved 
four-year medical college 

Lawyer—60 semester hours in a recognized 
college 

Professional Engineer—Graduation from a 
four-year school or college of engineering 

Certified Public Accountant—High school 
graduation or equivalent 

Dentist, Optometrist, Chiropodist, and Phar- 
macist—Graduation from a reputable school 
or college to include four terms of eight 
months each 

Graduate Nurse—Graduation from nursing 
school involving three years of study and 
work 

Public School Teacher—Sixty semester hours 
of college work including twelve hours in 
education courses 

Teacher in a Barber College 
or Beauty School—High school graduation 


How can we encourage the brightest 
minds of this and coming generations to 
elect professional accounting as a career 
when the practitioner through his legisla- 
tive proposals tells our future accountant 
he needs no more educational background 
than is required to be an embalmer or a 
teacher in a barber college? 

How can we expect the public to take 
us very seriously professionally when they 
are told that while their lawyer, their den- 
tist, and their engineer require collegiate 
training for the respective pursuits, ac- 
countancy is so simple and so lacking in 
basic knowedge as to have no need for for- 
mal college training? 

How can we convince the courts we 
rightfully belong in the family of the higher 
professions when we profess that while our 
ethical, technical, and other professional 
Standards have materially and contiau- 


ally improved during the past thirty years 
—that educationally we are impervious 
to change and improvement? 

It has been said that even in the face 
of all that has been written about the 
necessity for higher educational standards 
and almost universal agreement that such 
standards are desirable, accountants ap- 
pear to be the only professional group in 
Texas who persist in refusing to admit 
publicly this desirability. I for one do not 
believe this statement to be true. 


A PROPOSAL 


In the light of the above discussion and 
assuming that the attitude of practicing 
accountants in Texas concerning education 
has been correctly sized up, now that a 
new Accountancy Law is about to be 
promulgated, it seems to be the time for 
action. It would appear unfair and un- 
reasonable to insist upon a four-year college 
requirement to go into effect immedi- 
ately. Many people, including public ac- 
countants and citizens as well as educators, 
with whom I have discussed the subject do 
believe such a requirement should be made 
fully operative within a period of 8 or 10 
years from the passage of the revised ac- 
countancy law. Specifically, it is recom- 
mended that the new Accountancy Act 
include these requirements: 

1. That after 1947, an applicant for the 
CPA certificate must show evidence of 
having completed 30 semester hours of 
college courses in a recognized college; 
after 1949, 60 semester hours; after 1951, 
90 semester hours; and after 1953, full 
graduation from a four-year college course, 
and 

2. That any person who elects to pur- 
sue 60 hours of accounting and related 
business subjects, no less than 30 of which 
are in accounting, should be granted credit 
for two years of the professional experience 
requirement. 
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ACCOUNTING POLICY OR ECONOMIC 
PHILOSOPHY?r 


Jor 


“original cost” provision for 
plant accounts, now incorporated in 
the uniform system of accounts pre- 

scribed for most electric utilities, was ad- 
vanced by certain regulatory authorities 
as a “requirement of sound accounting 
practices” and as an “expedient to effec- 
tive rate regulations.” The present pro- 
gram of the Federal Power Commission, as 
revealed in “original cost” proceedings 
which followed the initiation of this sys- 
tem of accounts, shows conclusively that 
this system of accounts, together with the 
arguments advanced for its adoption, 
were, to this authority, a well-planned 
Trojan horse, within the shell of which was 
concealed an economic philosophy utterly 
foreign to the American system of private 
enterprise. 

Does it not seem that the attempt of this 
authority to apply this radical economic 
philosophy to public utilities, as a regula- 
tory policy, may represent the first step in 
a well-prepared plan to revolutionize the 
whole American economy, and that it 
may represent the spearhead of an attack 
on the American system of free enterprise? 

The distinguishing feature of “original 
cost” accounting is found in the provisions 
for the analysis of costs incurred in the ac- 
quisition of operating or going concerns, or 
in the purchase of an earning entity. This 
system provides that the physical com- 
ponent of the acquired earning entity, or 
the accounts with units of working or fixed 
assets, be stated at “original cost,” or the 
cost to that person who first devoted such 
unit to public service. The excess of the 
actual total cost of the entire earning en- 
tity over that so assigned to the physical 
component as the “original cost” thereof 


is segregated in an adjustment account 
entitled “Account 100.5—Electric Plant 
Acquisition Adjustments.” Any excess of 
recorded cost over the actual cost to the 
accounting company is segregated in an 
account entitled “Account 107—Electric 
Plant Adjustments.” 

Most accountants will agree that the 
above provisions, as an analysis of the 
cost of a going concern or earning entity, 
do not constitute a serious departure from 
accepted accounting principles. Correct ac- 
counting has always required that the 
total cost of an earning or going concern, 
if it be broken down into separate compo- 
nents in the accounts, should be subdivided 
under the guidance of the estimated cost 
to replace the physical component of such 
earning entity, and be assigned to ap- 
propriate accounts with these physical 
or tangible assets. It must be remembered, 
however, that the “estimated cost to re- 


place” these physical units, not “original. 


cost” or cost to some predecessor who 
may have installed such units, was and 
is, the correct measure of the amount 
so assigned. In orthodox accounting only 
the excess of the actual cost of the earning 
entity over the estimated cost to replace 
the physical component represents the cost 
of the intangible attributes. 

Recorded costs in excess of those as- 
signed to the physical component are car- 
ried as an intangible asset under some such 
descriptive title as “Going Value,” “In- 
tegration Value,” or “Good Will.” It is 
apparent, therefore, that the only differ- 
ence between the “original cost’’ provisions 
for the recording of the cost of acquisition 
of a going concern or earning entity and 
those of orthodox accounting practices is in 
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the requirement that “original cost” 
rather than the estimated cost to replace 
such component shall measure the cost as- 
signed to the physical component. 

In orthodox accounting, however, this 
assignment of costs to the physical com- 
ponent carries no implications as to the 
value of either the physical component or 
the entire earning entity. Such an analy- 
sis, as an accounting policy, is merely an 
expedient to the assignment to future 
periods of the cost of preservation of this 
physical component. Remaining costs, 
classified as an “intangible asset” are 
those costs which do not waste away and 
which represent a component or attribute 
of the earning entity the life or existence 
of which is ordinarily coterminous with 
that of the entity. They are, therefore, no 
less valid or proper than those assigned to 
the physical component. The accountant 
realizes that the whole cost, that assigned 
to the physical property together with 
that assigned as an intangible asset, ac- 
quires only an intangible value, consisting 
of future earning power, the amount of 
which will be determined by future use, 
not by mere possession or by the sacrifice 
made to obtain possession. 

So, as an “accounting policy,” the “‘orig- 
inal cost’”’ provision looked fairly innocent. 
Especially was this true when its advocacy 
was supported by the arguments that in- 
formation as to “original cost” was re- 
quired under the fair-value rule as a “fac- 
tor” of the rate-base determination; that 
such information was essential to a deter- 
mination of the accuracy of reproduction 
appraisals, which were a predominant fac- 
tor in such determination; that the actual 
cost would be preserved in the balance 
sheet, original cost constituting only a sub- 
account thereunder; and that correct de- 
preciation accounting required the segre- 
gation of the cost of physical properties. 

So, with these arguments as camouflage, 
this Trojan horse was rolled into the regu- 


latory field and frozen into the system of 
accounts prescribed for all public utilities. 
At the time of its initiation there was no 
hint that it was to become anything other 
than that which it was represented to be, 
that is, a “mere analysis of cost,” or an 
“accounting policy.” In justice to the ac- 
counting profession, however, it must be 
remembered that a few wide-awake ac- 
countants did point out sinister implica- 
tions in certain instructions submitted for 
specific accounts, calling especial attention 
to those provided for Account 100.5, Elec- 
tric Plant Acquisition Adjustments, which 
read, in part, as follows: 

“The amounts recorded in this account with 
respect to each property acquisition, shall be de- 
preciated, amortized, or otherwise disposed of as 
the commission may approve or direct.” 

These alert accountants pointed out the 
fact that the amounts segregated in Ac- 
count 100.5 represented true arm’s-length 
cost within which would be represented all 
the actual cost of any intangible attributes 
such as “going value,” “integration value,” 
etc., inherent in the entity purchased. 
They insisted there could be no reason for 
the inference, in the instructions, that such 
costs were any less valid or less proper 
than those costs assigned to physical 
properties, and that such intangible at- 
tributes as “going value” and “integration 
value” were not physical properties and, 
therefore, should be subject to neither 
amortization nor depreciation; that such 
costs should remain, undiminished, so long 
as these values, or attributes, were inherent 
in the earning entity. 

The present “original cost’”’ program of 
the Federal Power Commission, which 
followed the initiation of this system of ac- 
counts, proves that the suspicions of these 
alert accountants were well-founded. Let 
us take a look at the regulatory use now 
made of this “accounting policy” by this 
authority. 

On May 11, 1937, the Federal Power 
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Commission ordered all electric utilities 
under its jurisdiction to file a reclassifica- 
tion of their accounts and an “original 
cost” study of all their electric properties. 
The original-cost proceedings which have 
followed these filings, and the findings and 
orders resulting therefrom, have stripped 
the last bit of pretense from the “original 
cost’’ program, and it now stands revealed 
as the spearhead of a fight to insinuate 
into our American economy an ideology, 
or an economic philosophy, utterly foreign 
to our system of private enterprise. We 
now find that the analysis of cost, or of 
the sacrifice made to obtain possession, 
becomes to this authority a measure of or 
limit to the benefits of possession, or a 
finding of value. The accounting results 
become an economic finding; what was 
an accounting policy becomes an economic 
philosophy. 

You have only to compare the concept 
of value and that of property and property 
rights revealed in these findings and orders 
with that which has influenced the growth 
and development of our capitalistic form 
of economy to see that this program may 
be a serious attack on the American way 
of life. 

It must be remembered that the Ameri- 
can system of economy is the profit sys- 
tem; that profits arising from an indi- 
vidual’s wise use of cost constitute a 
property right of that individual. The free 
enterprise system, or profit system, has as 
its basic or fundamental principle the rec- 
ognition of the right of the individual to 
a reward for his efforts measured by the 
value of the service rendered, not by the 
cost of the tools used in the rendition of 
such service. Under the American concept 
his reward will be measured or influenced 
by the wisdom and efficiency with which 
he uses his tools, with free competition 
furnishing the necessary protection of the 
public interest. The American system con- 
templates a competition of intellect as well 


as investment, of brain as well as brawn, 
of initiative as well as cash, of ideas or in- 
tangible attributes as well as the tools or 
tangible assets used in connection with an 
undertaking. 

Under the American system the benefits 
of possession and the value of property are 
determined by the ability of the possessor 
to use, and not his ability to own or buy, 
While the cost of physical property would 
be the same to John Doe and Richard 
Roe, this cost would not and should not 
measure the value to each or the property 
right of each inherent therein. Only the 
wisdom and initiative displayed in the use 
of this property will determine its value or 
measure the benefits of possession. It is 
apparent, therefore, that under the private 
enterprise system, any expenditure, idea, 
action, or circumstance which enables a 
more efficient or beneficial use of the physi- 
cal tool or the physical component of an 
earning entity to be made creates thereby 
an additional value, or an additional 
property or property right, of the possessor 
of that tool or that entity. 

The right of the individual to possess 
and benefit from these additional values, 
or the opportunity of the private investor 
to possess and benefit from such intangible 
attributes as wise use, development, excess 
ability, business acumen, enterprise, etc., 
or from those economic forces that cannot 
be classified as “effort” or “labor,” is the 
distinguishing feature of the private enter- 
prise system. This privilege, or right, cou- 
pled with the faith and confidence of the 
American businessman in his own ability 
to create such values, has been the incen- 
tive which influenced the development of 
the whole American economy. Professor 
James C. Bonbright, in his well-known 
book Valuation of Property, emphasizes 
the benefits of the profit factor in the fol- 
lowing statement: 

“In orthodox: economics, the only intelligent 
use for the profit system is not that it results in a 
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fair distribution of wealth, for no sane modern 
economist could maintain that absurd thesis, but 
rather, that profits furnish the incentive necessary 
to get the work of the world accomplished.” [Em- 
phasis supplied.] 


The preeminent industrial position 
which this nation now enjoys, with wage 
scales and living standards which are the 
envy of the whole world, furnishes ample 
proof of the effectiveness of profits as an 
incentive to development. Only those who 
believe that our economy has reached that 
state of maturity where no further develop- 
ment is possible, or that it has even be- 
come decadent, could maintain that the 
profit system is no longer desirable. 

The orthodox accounting provisions for 
the recording of the cost of acquisition of a 
going concern or an earning entity were 
developed in full recognition of the Ameri- 
can concept of value and of property and 
property rights, that is, in conformity with 
the fundamental or basic principles under- 
lying our capitalistic form of economy. 
To the accountant, therefore, these acqui- 
sition costs represent only the sacrifice 
made to obtain possession of an earning 
entity, the value of which will be deter- 
mined by the wisdom and efficiency of 
future use and management. Under the 
private enterprise system, the economic 
factor of use or utility influences the bene- 
fits accruing to ownership and the value of 
a possession. Under this system only a 
creditor’s return can be measured solely 
by the amount of the sacrifice or by the 
cost. 

While the uniform system of accounts 
now prescribed for electric utilities con- 
tains similar provisions for the analysis of 
the cost of acquisition of going concerns, 
the use now made of these accounts and 
the interpretation placed thereon by the 
Federal Power Commission are utterly for- 
eign to the accounting and economic con- 
cepts under which they originated. The 
interpretation placed on these accounts by 


Accounting Policy or Economic Philosophy? 27 


this authority, as evidenced by the “orig- 
inal cost” proceedings now being held, 
reveals a concept of value and of property 
and property rights which’would be proper 
or valid only under a socialistic or com- 
munistic form of economy. 

An economic philosophy which limits 
the benefits of possession that accrue to 
the private ownership of an earning entity 
to the mere cost or sacrifice made to ob- 
tain possession, after purging such costs of 
all amounts incurred in recognition of in- 
tangible attributes inherent in such entity, 
has as its basic principle the same concept 
of value as that which underlies every 
socialistic or communistic form of econ- 
omy. The distinguishing difference be- 
tween capitalism and communism is the 
recognition by capitalism of intangible 
values or attributes created or acquired by 
an individual as a property or property 
right of that individual, or by the recog- 
nition of use or utility as an economic fac- 
tor. 

The record is replete with findings and 
orders of the Federal Power Commission 
which deny to private ownership the right 
to possess or benefit from such intangible 
values or attributes, even when they were 
acquired or created by expenditures of 
private funds. These orders imply that all 
such values arise from the “‘possession of a 
franchise,’ and are therefore social values, 
the benefit from which must accrue to 
society, not to the individual. Under such 
a philosophy this property right is erased, 
in spite of the fact that such values accrue 
to all successful enterprises, and that the 
opportunity to create and possess such 
values has been the incentive to the growth 
and development of our whole American 
economy. 

A regulatory requirement that all actual 
cost of acquisition, segregated in Account 
100.5, be excluded from the rate base or 
from earning power, and that these costs 
be amortized through Account 537 as an 
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outright loss to the investor, excludes, as a 
property or property right of such investor, 
all intangible values or attributes inherent 
in his earning entity. 

Applied to the industry as a whole, and 
this seems to be the evident aim of this 
program, this requirement erases, as 
property or property rights of the present 
investors, all increments in value arising 
from such intangible attributes as ideas, 
ingenuity, wise use, integration, develop- 
ment, individual initiative, etc., which 
have accrued to this industry since the 
arc-light days. There remains, as a prop- 
erty right or as a measure of value, only 
the bare cost to an earlier owner of the 
physical component of this entire industry. 

These accounting orders now flowing 
from “‘original cost’”’ proceedings do exactly 
that. Remember, these orders are issued 
as an “accounting policy,” or as a require- 
ment of “sound accounting practices.” 
Such a policy not only denies to the inves- 
tor the opportunity of profits, which is the 
very essence of the free enterprise system; 
it also denies the validity of intangible 
values or attributes as property rights even 
when acquired or created by expenditures 
of private funds in arms-length transac- 
tions. This regulatory policy limits the 
benefits of possession of an earning entity 
to a mere return on the cost of installing 
the physical component of such entity. It 
therefore limits the property or property 
rights of the individual to the cost of physi- 
cal property, and by such limitation as- 
signs the benefits arising from all intangi- 
ble attributes to society as social values or 
as a social advantage. It denies the validity 
of use or utility as an economic facter, and 
relegates ownership to a mere credit rela- 
tionship to a “publicly owned”’ enterprise. 
It refuses to recognize the distinguishing 
feature of a capitalistic economy, that is, 
the right of the individual to possess and 
benefit from intangible attributes created 
or acquired by the individual, and by such 


refusal it reverts to the Karl Marx philoso. 
phy of frozen or crystallized labor. 

An economic philosophy—and this is an 
economic philosophy, not an accounti 
policy—which limits the benefits of pos. 
session of a tool, or of a property, to a bare 
return on the cost of such tool, and ex. 
cludes from such cost any amount which 
may have arisen from intangible attributes 
available to its manufacturer is not a new 
philosophy. In spite of the inclination of 
“planners” to think of themselves as 
pioneers, this philosophy or concept of 
value was advanced by Karl Marx in 
1848. Three quotations from the book 
“Values, Prices and Profits” written by 
Karl Marx, and edited by his daughter, 
will remove any doubts as to the origin of 
this economic concept. These are as fol- 
lows: 


from page 57— 

“‘We arrive, therefore, at this conclusion. A 
commodity has a value because it is a crystalliza- 
tion of social labor. The greatness of its value, or 
its relative value, depends upon the greater or lesser 
amount of social substance contained in it. That is 
to say, on the relative mass of labor necessary for 
its production. The relative value of commodities 
are, therefore, determined by the respective quan- 
tities or amounts of labor worked up, realized, or 
fixed in them. [Emphasis supplied.] 
from page 70— 

“To explain, therefore, the general nature of 
profits, you must start from the theorem that, on 
an average, commodities are sold at their real 
values, and, that profits are derived from selling 
them at their value, that is in proportion to the 
quantities of labor realized in them. If you cannot 
explain profit upon this supposition, you cannot 
explain it at all.” [Emphasis supplied.] 
from page 56— 

“If we consider commodities as values, we con- 
sider them exclusively, under the single aspect of 
realised, fixed, or if you like crystallized labor.” 
[Emphasis supplied.] 


Remember, this discussion by Karl Marx 
deals with a determination of what he calls 
the “real or proper’’ value of commodities 
or service. You will note that he also ex- 
cludes from all consideration any benefits 
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which might arise from intangible at- 
tributes, and recognizes as an economic 
factor only the average labor time neces- 
sary to production. Under the Karl Marx 
philosophy the reward for individual effort 
or initiative is limited to a mere return on 
the average “labor units’’ reflected in such 
effort plus a return on the “frozen labor” 
represented in the tools used. It is appar- 
ent, therefore, that this theory also ex- 
cludes from the “‘cost’”’ of the tool all 
amounts which might have arisen from 
any intangible attributes available to its 
manufacturer, leaving in such “cost” only 
compensation for effort or labor. 

Like the Federal Power Commission, 
Karl Marx also excludes from the “cost” 
and use of the “‘tool’’ in the hands of a 
private owner any reward or benefit arising 
from such intangible attributes as excess 
ability, wise use, individual initiative, 
etc., on the theory that such values are 
social values, the benefits of which belong 
tosociety. Yet we do not find him resorting 
to the peculiar argument that such values 
can exist only under the “protection of a 
franchise.” The Federal Power Commis- 
sion is entitled to full credit for originality 
in its absurd argument that all “intangible 
values” are “franchise values,” 

It must be obvious that the present 
“original cost’? program of the Federal 
Power Commission, as revealed by such 
findings and orders as have been issued, is 
only the first step in a well-prepared plan 
to insinuate into our American economy, 
through the use of regulatory powers, a 
revolutionary economic philosophy, a phi- 
losophy which has as its basic or underly- 
ing principle a concept of value identical 
with that which underlies every communis- 
tic or socialistic form of economy. We must 
assume that the proponents of this phi- 
losophy, if they possessed the same author- 
ity over unregulated industry or could 
obtain such authority, would ultimate- 
ly impose the same restrictions on our 
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whole industrial and business economy. 
The advocacy of such a philosophy as a 
“regulatory policy” is in itself conclusive 
proof that its advocates are of the opinion 
that such a philosophy should be imposed 
on unregulated or competitive enterprises. 
Regulatory powers are provided to furnish 
the same protection of the public interest 
as that provided by free competition in 
the unregulated fields. Such powers are to 
be used in lieu of competition; therefore, a 
wise and proper use of these powers 
should leave to the regulated enterprise the 
same opportunities of reward, the same 
property rights, and the same benefits of 
possession as those which accrue to the un- 
regulated enterprises. A regulatory policy 
applied to any segment of American indus- 
try should have the same basic concept of 
value as that which underlies the capitalis- 
tic form of economy, and should therefore 
recognize, in a determination of value, all 
those economic factors which are valid and 
proper in such an economy. A regulatory 
policy which isolates public utilities by 
limiting or measuring the benefits of the 
possession of an earning entity to the bare 
cost of its physical component, in an econ- 
omy in which all free enterprise operates 
under rules which make the use of this 
property the measure, is not the kind of 
regulation contemplated as a substitute for 
competition. That its advocates realize this 
cannot be doubted; therefore, we must as- 
sume that it is their opinion that the fault 
lies not in their regulatory policy, but in- 
stead in our American system of free en- 
terprise or in the capitalistic form of 
economy. As evidence supporting this as- 
sumption, we have the recent testimony of 
one well-known advocate of the “original 
cost’”’ theory of value or theory of a rate 
base. 
Mr. Fred Kleinman, Chief of Finance 
and Accounts of the Illinois Commerce 
Commission, was one of the early advo- 
cates of the “‘original cost’”’ system of ac- 
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counts. As chairman of the Committee on 
Statistics and Accounts of the National 
Association of Railroad and Utilities Com- 
missioners, he had much to do with the 
introduction of this system into the regula- 
tory field. In a recent (June, 1944) investi- 
gation of the affairs of the Arkansas Power 
& Light Company by the Arkansas De- 
partment of Public Utilities, Mr. Klein- 
man was asked to testify for the Depart- 
ment as an advocate of the “original cost’”’ 
theory of rate base. In his testimony this 
well-known advocate states flatly that it is 
his opinion that this theory should be ap- 
plied to industry as a whole, both regu- 
lated and unregulated. As an example, we 
find on page 2225 of the official record of 
this testimony the following discussion: 


Question: ““Now to clear up my understanding 
in respect to all that you have said, I had under- 
stood you to say that you would advocate original 
cost for all industry as the basis for accounting, 
just as for public utilities.” 

Answer: ““Yes, but not because of being utili- 
ties, or because the two are the same. Because I 
think original cost is the only sound method of 
recording property on the books of a corporation, 
and it is the only basis of recording the proper in- 
come of a company and it is the only basis for the 
formulation of dependable judgments.” 

Question: “That is because, as you said the 
other day, such accounting goes back to original 
cost of construction?” 

Answer: “That is right because it eliminates 
entirely these temporary evanescent things called 
value as of the date certain.” 

Question: “And you believe that in the other 
parts of private enterprise, in activities other than 
public utilities, the proper earning base should be 
considered, in most cases, just as you said in most 
public utilities, as original cost?” 

Answer: ‘“‘That correct.” 

Question: “‘And that alone?” 

Answer: “That is correct.” 


The foregoing discussion shows con- 
clusively that this well-known proponent 
of the “original cost” theory of value sees 
such a theory not only as a regulatory 
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policy, but also as a desirable substitute 
for our free enterprise or capitalistic form 
of economy. Can the accounting profession 
afford to be unconcerned when the argy 
ment is advanced that such “‘substitution” 
is a requirement of “sound accounting 
practices’’? 

We who still subscribe to, and have faith 
in, the American system of free enterprise, 
can hardly afford to be unconcerned at this 
attempt to freeze into one of the nation’s 
largest and most essential industries, 
under the guise of a “sound accounting 
policy,” an economic concept so utterly 
foreign to that which has influenced our 
whole business economy. The conflict be- 
tween these two economic views is not 4 
minor matter. It is not such a difference 
as can be reconciled within our present 
form of economy. The two views cannot 
exist side by side in our economic program, 
one applicable to certain isolated indus- 
tries and the other applicable to all other 
industry. They are so radically opposed 
that each would destroy the very basic 
fundamentals of the other. Our national 
economy, like the nation itself, cannot 
exist “half slave and half free.” 

The present attempt of the Federal 
Power Commission to present the “orig- 
inal cost”? program as a “requirement of 
sound accounting practices” or as an 
“accounting policy” is an attempt to lend 
it a cloak of respectability at the expense of 
the reputation the accounting profession 
has for safe, sound, conservative practices. 
The accounting profession, therefore, in 
respect for and protection of the confidence 
reposed in it by the American business 
world, should insist that this label be re- 
moved, and that this program be presented 
under its true colors, that is, as an eco- 
nomic philosophy, so radically opposed to 
our American way of life that it consti- 
tutes, in reality, a social experiment. 
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EXPENDITURE CONTROLS IN THE 
UNITED STATES GOVERNMENT 


E. L. 


on the subject of accounting in the 

Federal government has been either 
historical in character or idealistic—that 
is, how present Federal accounting prac- 
tices have been developed over the past 
150 years, or what those practices are sup- 
posed to be or ought to be. The reader 
seeking information is left a bit dazed by 
either treatment: if his curiosity extends to 
Federal accounting he is left uninformed 
as to actual occurrences behind the scenes; 
if he is indifferent, he remains so. Now that 
I have ended six years in the Federal 
service, I am more certain than ever that 
accountants having broad professional 
and academic interests could well afford, 
as a patriotic gesture if for no other 
reason, to inform themslves on this sub- 
ject—not only to follow more intelligently 
what is going on in Washington, but also 
to assist in developing a more enlightened 
public demand for improved accounting in 
the Federal government. 

Article I of the Federal Constitution 
provides that ‘‘no money shall be drawn 
from the Treasury but in consequence of 
appropriations made by law.’’ This means 
that before any agency of the Federal 
government may incur an expense, legis- 
lation authorizing the expense must be 
passed by both Houses of Congress and 
approved by the President. 

By custom, most of which has been put 
into statute form, the accounting process 
by which money is spent in the Federal 
government involves six steps: (1) the 
preparation, within a spending agency, of 
future estimates of expenditures; (2) the 
review, and frequently the reduction, of 
the agency’s proposals by the Bureau of 
the Budget and the President; (3) the re- 


coop deal of what has been written 


view by committees of the two Houses of 
the Congress of the recommendations of 
the President, and the enactment by the 
Congress of an appropriation measure; (4) 
the incurring of the expenditure by the 
spending agency; (5) the receipt of the 
goods or service and the preaudit and pay- 
ment of the bill; and (6) the postaudit by 
the General Accounting Office. 


PREPARATION OF ESTIMATES 


Estimates of future expenditures orig- 
inate annually within each spending 
agency. The Budget and Accounting Act 
of 1921! provides for the appointment by 
the head of each agency of a budget of- 
ficer who prepares such estimates, and the 
Bureau of the Budget? each year issues 
regulations governing their form and con- 
tent. For the old-line establishments, the 
estimates for the fiscal year 1946 must be 
in the hands of the Bureau of the Budget 
by September 15, 1944; the war agencies, 
including the War and Navy Departments, 
will submit summary estimates on Decem- 
ber 15, 1944, and detailed estimates, which 
will naturally differ in total from the pre- 
liminary figures, on March 15, 1945. 

No uniformity exists among govern- 
ment agencies® as to the method followed 
by budget officers in obtaining future es- 
timates. Only the general content of the 
estimates presented to the Bureau of the 
Budget is prescribed. This consists of four 
items: a brief one- or two-page letter of 


the 

used “agency Federal depart 

ment, “independent” or wartime ‘establishment, cor- 

portion, commission, or other group receiving an ap- 

propriation from the Congress. 


| 
142 U.S.C. 20. 
2 The latest is Bulletin 1943-44: 9 which governs 
‘ 
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transmittal which summarizes the agency’s 
estimates; a proposed appropriation bill 
covering the estimates; a detailed list of 
jobs the total of which agrees with the 
labor cost appearing in the summary, a 
total of each of the other objects of ex- 
penditure such as travel and office sup- 
plies, and a functional recapitulation, if 
obtainable; and finally, a narrative de- 
scribing the proposed expenditures, with 
particular emphasis upon changes in ex- 
penditure rates. 

In a few of the agencies the budget of- 
ficer reports directly to the agency head 
and is ranked with the top staff. In most of 
them he is far down the line in both posi- 
tion and authority and almost never par- 
ticipates in policy discussions. Along with 
other low-rank employees his function 
from the viewpoint of the agency is to sat- 
isfy the demands of the Bureau of the 
Budget, the Treasury, and the General Ac- 
counting Office—the three fiscal agencies 
of the government—and keep them away 
from the agency’s top staff. Occasionally 
he heads an administrative group, which 
may include accounting, purchasing, sup- 
ply, and even personnel functions, and 
thus acts as an office manager. Usually he 
occupies no more than a minor staff posi- 
tion and his operating responsibilities are 
limited to watching expenditure growth 
as the months go by. Of the hundred or 
more budget officers in Washington, only 
a few appear to possess the authority com- 
mensurate with the duties imposed on 
them by the Budget and Accounting Act, 
and the talents of most of them are thus 
hid under a bushel. 

Much of the emphasis in the regulations 
of the Bureau of the Budget on the 
preparation of future estimates is mechani- 
cal in nature. Rules governing the wording 
of the proposed appropriation bill require 
eight pages of exposition, but the recent 
innovation of breaking down, where prac- 
ticable, an appropriation total by func- 
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tions is accorded a scant fifty words.* The 
breakdown by jobs is in comparative form, 
showing man-years and rates of pay but no 
extensions; in most of the estimates sub. 
mitted, the Bureau staff finds that the ex. 
tensions, which it must laboriously make, 
do not agree in total with the agency's 
stated total cost of “compensation for per 
sonal services.” These mechanical de 
tails, which could be easily disposed of if 
experienced accountants were employed 
within the spending agencies, largely pre- 
condition the nature of the estimates, 
Rather than being regarded as a device for 
planning, the estimates have become a 
routine of detail which make up in volume 
for what they miss in positive manage- 
ment controls. The budget ultimately con- 
cocted from the estimates appears never 
to have been more than a device for setting 
a top limit on expenditures.® 

Functional breakdowns are a rarity and 
no functional classifications of expendi- 
tures for the government as a whole has 
ever been devised. Unit costs of over-all 
government functions are wholly un 
known, and generally applicable unit costs 
or unit work volumes thus far derived 
have been limited to such minor consid- 
erations as personnel units, voucher audits, 
and building-operation staffs. Tentative 
office-supplies ratios to total office per- 
sonnel have yielded wide ranges of expend- 
iture, and each such ratio has had its own 
peculiar reason for being.® Thus far, fune- 


‘ “In every case in which the work pee for by an 


appropriation or fund is susceptible of division into two 
or more activities, projects, or functions, an additional 
green sheet [a form provided by the Bureau of the 
| will showing the obligations [i.e., 
proposed ae under such classifications. The 
wi numbered serial Paragraph 8, Bulletin 
943-44: 9.) 


1 

5 The present Director of the Budget has recently 
exp his hope of making the budget an agency 
work-program. rold D. Smith: The Budget as an 
Instrument of Legislative Control and Executive Manage- 
ment, an ad before the Municipal Finance Officers 
Association on June 9, 1944.) 

* Members of the Estimates Division of the Bureau 
of the Budget have derived unit measurements of their 
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tional breakdowns of expenditures have 
been limited to certain operations within 
individual agencies.” 

In the narrative portion of the agency’s 
estimates presented to the Bureau of the 
Budget, the attempt is made to show 
whether the work volume of each organiza- 
tional section will continue, decrease, or 
increase as compared with the previous 
year. The main objective is to give reasons 
for variations between years rather than 
to rejustify particular activities.* This cus- 
tom, the outgrowth of many years’ rela- 
tions of government agencies with the 
Congress, further disqualifies the present 
budgetary process as leading to the estab- 
lishing of an annual work program. A num- 
ber of agencies, nevertheless, do attempt to 
restate annually in the narrative attached 
to their estimates what has actually been 
done during the past year and what is 
planned for the coming year, and thus to 
measure expectation against performance. 
But the language of such narratives nearly 
always is mystical in flavor and thus em- 
phasizes, provided the institutional words 
and phrases are not taken too seriously, 
what ideally should have been done in the 
past and what the narrator unrealistically 
hopes for the future. More frequently 


own, but the applicability of these measurements is 
probably limited to succeeding years’ requests within a 
ingle agency. 

The TVA, for example, has developed, in a high 
degree, unit costs of its projects. Unit costs of the dif- 
ferent parts of any one of its completed dams, multiplied 
by unit quantities, yield figures which in total compose 
recorded costs Pj serve as the basis for property 
records. These unit costs are compared with similar 
unit costs of other TVA projects, variations are care- 
fully studied and reported on, and the detail of these 
studies has been made available to the engineering 
profession and to others interested, in the form of in- 
dividual project reports. 

®* This attitude is fostered by the Congress itself, not 
only in hearings before the Appropriations Committees, 
but also by statute. “Whenever ... the usual items 
.+. Vary materially ... from the appropriation ordi- 
narily asked for the object named... and whenever 
new items theretofore usual are introduced into such 
estimates for any vear, the estimates shall be accom- 
panied by minute and full explanations of such varia- 
tions and new items, showing the reasons and grounds 
upon which the amounts are required.” (31 U.S.C. 597) 
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overemphasis of the significance of pro- 
gram increases is a common rule, the hope 
being that the Bureau of the Budget will 
not be too unkind in passing judgment on 
the agency’s proposed extensions, while 
explanations of nonexpanding activities 
repeat last year’s phrases. 

Weaknesses of agency administration 
are often reflected in proposals for expendi- 
tures that should have been modified or 
eliminated within the agency itself. Presi- 
dential policy may have beer in doubt; 
rivalry between organizational units of the 
agency may exist on which the agency 
head may himself be unwilling to act; the 
agency head, particularly during the pres- 
ent emergency, may have been newly ap- 
pointed or may have neither relish nor 
capacity for solving administrative and or- 
ganizational problems; the agency head 
may have extra-agency responsibilities and 
thus have insufficient time to set up strict 
organizational controls; he may yield easily 
to political pressures; or he may be 
afflicted with the virus that impels him to 
build up an unnecessarily larger organiza- 
tion or to keep the one he has. In many 
instances these proposals could have been 
altered satisfactorily by the agency’s bud- 
get officer had that individual possessed 
adequate competence and authority. 

Perhaps Federal agency organization 
must always be weak. Administrators 
change; personnel turnover is great, not so 
much because of politics as because the 
government wage-scale is low and the pub- 
lic generally has not looked with favor on 
career men in government; criticisms by 
special interests, within and without the 
Congress, often pointless and unreasoning, 
tend to destroy organizational morale and 
hence organizational effectiveness; the 
Congress has frequently given strong fiscal 
support to sagging, badly managed, but 
popular agencies, and, on the other hand, 
has, in the haste and partisanship with 
which much legislation is enacted, with- 
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drawn support from agencies against which 
no criticism has been voiced; it has given 
way, more than once, to the recommenda- 
tions of its individual members who have 
failed to obtain political favors from the 
agencies affected. Then, too, the Federal 
government is the largest enterprise in the 
world, and standards of comparison are 
wanting: it seems destined to be forever 
harassed by those who without qualifica- 
tion seek to impose on it ready-made or- 
ganizational schemes. 


REVIEW BY THE BUREAU OF THE BUDGET 


Since 1939 the Bureau of the Budget has 
been an independent agency® which has 
acted as a direct aid to the President in the 
preparation of the annual budget called 
for by the Budget and Accounting Act of 
1921; it also aids him in other ways.” To 
obtain the annual budget it combines the 
estimates of the various agencies after 
their approval by the Estimates Division 
and the Bureau’s top staff. 

The Estimates Division consists of 
groups of specialists who follow the work 
programs of the agencies assigned to them, 
aid the agencies in the preparation of their 
annual estimates, and advise with them 
during the year on any major problem 
that may affect the original work plan or 
the amount or nature of the expenditures 
authorized in appropriation acts. These 
specialists, after their review of formally 
prepared agency estimates, conduct hear- 
ings attended by agency heads and their 


* The Budget and Accounting Act of 1921 established 
the Budget Office as a bureau of the Treasury Depart- 
ment but it was made an independent agency by the 
President, in Executive Order 8248, acting under the 
— given him in the Reorganization Act of 


1° Eight functions were assigned to the Bureau of the 
Budget by Executive Order 8248: preparation of the 
budget; supervision of budget administration; develop- 
ment of improved management practices; institution 
of “more efficient and economical conduct of Govern- 
ment service”; clearance and recommendations on en- 
actments of the Congress; preparation of executive 
orders and proclamations; improvement of statistical 
services; interim reports on agency operations. 


assistants, thus obtaining a more accurate 
picture of prospective activities. The preg. 
entation of the agency’s case follows 
whatever pattern the agency head may 
determine, and the hearings, which for the 
larger agencies may require several weeks, 
are informal. Additional information is fre. 
quently asked for, and a number of pro 
posed activities may be eliminated. At the 
same time the opportunity is offered for 
policy discussions and clearance at a time 
and under conditions that cause the least 
embarrassment to the agency and its staff, 

From personal observation, I can say 
that for the most part a good job is done by 
the Estimates Division in its reviews of 
agency estimates. It has been successful in 
eliminating duplications, unnecessary proj: 
ects, and activities not in line with the 
Administration’s policies. It must be 
judged in the light that neither it nor the 
Bureau as a whole is the ultimate deter- 
miner of what suck policies are. But, with 
its merits, the Division has a number of 
rather obvious defects that seriously im- 
pair the results it produces. It is under 
staffed, and the Bureau has been denied 
by Congress the additional funds it needs 
for a larger staff. The work program of al- 
most every agency, having a foundation in 
law and custom that has evolved from 
many years of legislation, interpretation, 
and habit, possesses complexities that 
defy simplified restatements and hence 
understanding by outsiders. Many of the 
Division’s employees, trained in schools of 
public administration and lacking or 
ganizational experience, find themselves 
conditioned to things as they are and ap- 
ply their critical or creative capacities will- 
ingly to proposals for further compounding 
existing administrative weaknesses. And 
then there is the handicap immediately 
apparent to outsiders: the fourth or fifth 
level of one agency passes on the proposals 
of the: top levels of all other agencies. If 
the head of the agency seeking funds does 
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not dominate the Bureau’s representative 
he will tend in the long run to influence 
the latter’s judgment and in effect make 
him a partisan of the agency. 

No technical restrictions are put on the 
investigations of the Estimates staff. After 
the hearings, it prepares a report which is 
reviewed by the division head and some- 
times modified in the light of his knowl- 
edge of the activities of other agencies. In 
this way many interagency conflicts have 
been avoided. The report then proceeds to 
the Budget Bureau’s “Board of Review,” 
which consists of three or more top-staff 
representatives. Before the Board of Re- 
view appear the staff members who pre- 
pared the report; they defend their findings 
and for the moment become the advocates 
of the spending agency’s program. The 
Board acts as a correlator of programs and 
is responsible for presenting to the Presi- 
dent the final results of the Bureau’s re- 
view of the whole body of agency estimates. 
This final act occurs some time in Decem- 
ber. 

It happens occasionally that the Presi- 
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dent in his review makes further changes 
in agency estimates. He works directly 
with the head of the Bureau of the Budget, 
and the final results for each of the spend- 
ing agencies are communicated to the 
agency head. Thereupon, the budget docu- 
ment is completed, printed, and made 
ready for the Congress by January 1. 

The annual budget document, viewed 
by the outsider mildly acquainted with 
governmental affairs, is an amazing and 
futile production. The 1945 volume con- 
tains nearly a chousand large (9"11}") 
pages, of which all but a few introductory 
pages containing a message from the Presi- 
dent consist of compilations by agencies 
of objects of expenditure, the listing of a 
three-year comparison of jobs and basic 
rates of pay, and the language proposed 
for the 2,000 or more appropriations. For 
the old-line agencies the estimates as de- 
termined by the Bureau of the Budget ap- 
pear; for the war agencies only the lump- 
sum totals obtained from them on De- 
cember 15 are included. A supplementary 
100-page document containing details for 


SUMMARY OF FEDERAL FINANCES 
(Excluding debt retirement and trust funds) 
(in millions) 


1943 1944 1943 1942 
estimated estimated actual actual 
War activities: 
General and special accounts................ceceseeeeses $88,200 $88,500 $72,109 $26,011 
Government corporations (expenditures less receipts). ...... 1,800 3,500 2,976 2,255 
Other activities: 
General and special accounts: 
Veterans’ pensions and benefits,...................... 1,252 865 600 552 
Refunds of taxes and customs, including excess-profits tax 
Government corporations (expenditures less receipts)... . . 15 —175 —1,476 —440 
Deduct: Net appropriations for Federal old-age and survivors 


Excess of expenditures over receipts: ....... 
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war agencies is published in May or June. 

The preface to this mighty tome, the 
President’s budget message, contains the 
only written narrative or justification of 
the proposed expenditures in the docu- 
ment. It is an over-all summary of the 
condition of Federal finances and deals 
with particular organizations only in gen- 
eralities. Although no functional break- 
down of proposed expenditures appears, 
there is a separation in total of regular and 
extraordinary or war expenditures. The 
table on page 35 is an over-all summary” 
abstracted from the budget message. 

After its presentation to the Congress, 
the annual budget document becomes an 
occasionally consulted book of reference. 
It is no more than the agency estimates 
recommended to the Congress by the 
President. Action by Congress on proposed 
expenditures takes the form of individual 
appropriation bills separately considered, 
modified, and adopted, commencing with 
the language of the budget document. 
Possibly it should not be called a budget 
at all,” since the income side (called “total 
receipts” above) has come to be stated in 
terms of revenue measures in existence on 
the date the document is prepared.¥ 


ACTION BY CONGRESS 


Relations between the Congress and the 
spending agencies are maintained through 
standing committees and appropriations 
committees. The former exist only for the 
old-line establishments; war agencies have 
derived their authority largely from dele- 
gations of wartime powers conferred on 


Pages XVII and XXI, 1945 Federal Budget, 
Government Printing Office. 

12 Tn an editorial in the New York Times of April 14, 
1943, the British and American budget systems were 
characterized by the assertion that “Britain does have a 
budget, and . . . we do not.” The editorial bemoans the 
fact that the President does not include a revenue meas- 
ure in his proposals and that the Congress deals with 
too much detail. However, the present practice is now 
nearly a quarter of acentury old. 

18 Section 201(b) of the Budget and Accounting Act 
of 1921 permits the President to include “revenue 
proposals,” but this has never been done. 


the President by Congressional acts. Ip 
general the separation of authorization 
from appropriation has become a well 
established working plan within the Con. 
gress. Appropriation bills of the old-line 
agencies are filled with parenthetical refer: 
ences to enabling statutes, and members of 
both Houses are insistent on the omission 
from appropriation acts of legislation 
creating new powers or jurisdictions." 

There is but one appropriation com- 
mittee in each House, with, however, 
numerous subcommittees to which specific 
agencies are assigned and a deficiency sub- 
committee made up of other subcommittee 
chairmen. Assisting the committee are a 
clerk and a number of assistant clerks. By 
custom, appropriation bills are first con- 
sidered by the House of Representatives 
and it is there that they receive their prin- 
cipal review. Hearings are held by the 
Appropriations Committee of each House, 
but before the Senate Committee they are 
usually limited to situations in which an 
agency is dissatisfied with the cuts which 
the House Committee has made in the 
agency’s proposals. The Senate as a rule 
acts on the basis of its consideration of 
the House bill, the agency justification, the 
transcript of the House hearings, and 
the House report. 

Nowhere is there more evidence of the 
conflict among the three branches of the 

1¢ Both the House rules (Sec. 834) and Senate rules 
(p. 20) look with disfavor on ‘“‘new legislation’’ in appro- 
priation bills; but this does not mean that appropria- 
tion acts are free from “legislation.”’ An i tion of 
the 1945 appropriation acts passed before July 1, 1944, 
reveals many authorizations for activities not found in 
any previous acts. The multiplicity of new agencies 
the new functions along with them, occasioned for the 
most part by the war, have, however, impelled Congress 
to insert at the end of the Independent Offices Appro- 
priation Act, 1945, approved June 27, 1944, the follow- 
ing provision: 

. 213. After January 1, 1945, no part of any 
appropriation ...shall be...used to pay the 
expenses of any agency ... in cioumndes more 
than one year, if the Congress has not appropri- 
ated any money specifically for such agency... 

This curtails the reorganization authority given the 


President under the War Powers Acts, in effect requiring 
Congressional approval of new agencies. 
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Federal government created by the Con- 
stitution than in the proceedings of the 
House Committee on Appropriations. For- 
tunately differences are resolved quickly: 
the Committee has but a few scant months 
in which to pass on and carry to the floor 
of the House the two thousand appropria- 
tion measures. Most of the conflict arises 
from uncertainty as to the degree of super- 
vision that the Congress should exercise 
over the activities of individual agencies. 
The power of the President to appoint ad- 
ministrative officers is qualified in many 
instances by the requirement of Senate 
confirmation.’ And the spending power of 
the agencies has been curtailed by the 
adoption of numerous controls, the prin- 
cipal ones being: 

(1) Most appropriations extend over a 
single fiscal year. Obligations authorized 
must therefore be made within a relatively 
short period; to continue operations there- 
after, the agency and its program must be 
again reviewed by the Appropriations 
Committee before the end of the period. 
Occasionally appropriations unspent at 
the end of a fiscal year do not lapse but, as 
in the case of current War and Navy ap- 
propriations, they may continue over a 
period not exceeding two years.” A variant 
of this last procedure is found in “contract 
authorizations,” whereby a specific sum is 
named in an appropriation measure per- 
mitting the initiation of commitments in 
the current year and their payment in a 
subsequent year." 

(2) The House Appropriations Commit- 
tee will consider no request for an appro- 
priation that has not first cleared the 
Bureau of the Budget. This conforms to 

6 Article II, Sec. 2, confers on the Congress the right 
to require Senate approval of the appointment of 
“officers of the United States.” This has been extended 
tomany agency heads. ° 

* Art. I, Sec. 8 of the Constitutien limits army ap- 
Peopeiations to two years. 


Contract authorizations have been permitted the 


TVA, for example, in r ition of the long periods 
required for the delivery i heavy equipment such as 
hydroelectric generators. 
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the indirect requirement of the Budget 
and Accounting Act of 1921 that “no re- 
quest for an appropriation ...shall be 
submitted to Congress or any Committee 
thereof by any officer or employee... 
except on the request of either House of 
Congress,’’!8 

(3) Independent investigations of 
spending agencies are made by the House 
Appropriations Committee whenever a 
subcommittee wishes further information. 
For this purpose experts from other agen- 
cies, employed under ingenious conditions 
which have been established by the Com- 
mittee to keep them away from politically- 
minded members, study the problems as- 
signed to them, interview agency repre- 
sentatives, review procedures, and make 
independent reports to the Committee, 
thereafter returning to the agency from 
which they were borrowed.!® 

(4) Limitations of various kinds may 
appear in appropriation legislation; some 
of them are inserted by the Bureau of the 
Budget, but the bulk of them have origi- 
nated at one time or another in the House 
Appropriations Committee. Although the 
Federal system of appropriations is com- 
monly referred to as a lump-sum-appro- 
priation system, the effect of the various 
forms of limitations, particularly in recent 
years, has been to create a hybrid which 
approaches the detailed-appropriation plan 
of some states and many municipal bodies. 
A common limitation is the top figure set 
for certain types of expenditure within an 
appropriation. For example, the Securities 

18 Sec. 206; this section is also interpreted by the 
Appropriation Committees as prohibiting the intro- 
duction at a committee ing, except at the request 
of a committee member, of the details of agency 
expenditure proposal cut down or climdented te the 
Bureau of the Budget. 

* Chairman Clarence Cannon of the House Appro- 
Dodane, hae described length in. tse 
Record, Vol. 89, p. 11104. His exposition of the safe- 


guards that should accompany legislative i - 
his insistence on arm’s-length relationships 

him as a first-rate auditor. 
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and Exchange Commission is allowed to 
spend $4,651,704 during the current fiscal 
year, of which an allotment is made “not 
to exceed $1,000 for the purchase of news- 
papers”’; in addition to the total sum indi- 
cated it is permitted to spend $45,000 “for 
all printing and binding”; no other mone- 
tary amounts appear in the SEC’s ap- 
propriation act.”® 

Many of these monetary limitations are 
lost in history. Others, of comparatively 
recent origin, have been occasioned by 
agency abuses—at least the Congress has 
so regarded them—of unqualified spending 
privileges. Other monetary limitations 
which creep into the appropriations of 
various agencies relate to such items as 
travel, attendance at conventions, the pur- 
chase of automobiles, and the employ- 
ment of consultants: particularly in in- 
stances in which the agency itself has, in 
the eyes of Congress, been at fault. 

Limitations of a qualitative character 
appear everywhere in appropriation acts. 
The appropriation act covering the De- 
partment of Agriculture is a document of 
45 pages;* lump-sum amounts appear for 
more than 40 heterogeneous suborganiza- 
tions, and there are more than 200 express 
limitations on various objects of expendi- 
ture. Most of the act is, however, a defini- 
tion of the particular scope of activity 
which may be followed during the current 
year by the various suborganizations.” 

(5) During hearings before the House 
Appropriations subcommittees, adminis- 
trators have frequently been warned by 
committee members regarding the modifi- 


® Public Law 358, 78th Congress, approved June 20, 


944, p. 20. 

Phew Public Law 367, 78th Congress, approved June 28, 
a This act permits amounts not to exceed 7% of the 
appropriations for each of the 40-odd suborganizations 
= —— from one suborganization to one or more 
other suborganizations; it permits not more than 7% to 
be added to any one suborganiza % 


ization’s allowance “ex- 
cept in cases of ex emerge the exist- 
ence of the latter to be determined, pr ra fn by the 
Secretary. 


cation of practices followed by the agency, 
The impression may have been gained that 
certain activities or expenditures were con- 
trary to Congressional intent. The warn- 
ings may be no more than adjurations, but 
they are often regarded by the agency head 
as restricting his actions. The same may 
be said of formal committee statements 
which accompany the appropriation meas- 
ures when they are reported back to the 
House or Senate. A committee cut in an 
appropriation request may be ascribed ina 
report to a particular item, but if the lan- 
guage of the Act does not expressly prohibit, 
the agency is free to apply the cut to some 
other item; although if it does it may face 
a hostile subcommittee in the year follow- 
ing. 

(6) Interim contacts are a further 
source of Congressional control over indi- 
vidual agencies. These contacts are of two 
types: voluntary from the point of view of 
the agency or involuntary. The voluntary 
contact arises if a change in an agency’s 
program is brought about by circumstan- 
ces that could not be foreseen at the time 
when its future budget was under consider- 
ation, or if it finds it has underestimated its 
future financial requirements and now 
seeks what is known as a “deficiency” ap- 
propriation in order to carry through the 
year. At deficiency hearings, the progress 
to date of the agency’s program or a sec- 
tion of it is commonly reviewed. The in- 
voluntary review may be made by one of 
the standing committees or by the Ap- 
propriations Committee and is usually 
occasioned by criticisms of the agency’s 
program. 

When a large degree of policy-making 
must be delegated to an agency or when 4 
none-too-certain policy has just been 
created by the Congress, there has not 
infrequently been an agitation for Con- 
gressional representation in the controlling 
group. Most Congressmen, however, ap- 
pear to doubt the constitutionality of such 
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a procedure, and are afraid of the conse- 
quences that would arise from saddling 
administrative responsibilities on already 
overworked senators and representatives.* 

On the whole, the work by Congressional 
committees on the affairs of agencies 
seems to outsiders to be as intelligent and 
well done as time permits, even though 
clouded on occasion by the public com- 
ments of individual Congressmen whose 
attempts at intervention in agency ad- 
ministration have been unsuccessful. Party 
differences have little effect on agency 
operations—a fact probably insufficiently 
appreciated outside of Washington. The 
lay criticism of agency activities, which 
has so often resulted in better administra- 
tion of the government’s work program, 
has been one of the chief contributions by 
the Congress in the way of controls over 
administrative practices. 


APPORTIONMENT 


What has been said thus far relates to 
over-all extra-agency controls: the plan- 
ning ahead which obviously cannot be.con- 
cerned with the checks that must accom- 
pany the day-to-day expenditure of funds. 
Such controls must exist in the spending 
agency itself plus such additions or back- 
ing as the three general fiscal agencies of 
the government can add. One more im- 
portant extra-agency control remains to be 
mentioned: apportionment. 

Apportionment in the Federal govern- 
ment is the term applied to the spread of 
an appropriation over a fiscal year. Regu- 
lation 1,% issued jointly by the Bureau of 

* Senator O’Mahoney, in a debate on the proposed 
Surplus Property Board (S. 2065) on August 23, 1944, 
made the following observation: “A bill of this kind 
necessarily delegates broad legislative authority in the 
formulating of policies ... Congress should have the 
opportunity . .. to know what is going on, instead of 
being impelled . . . to wait until after the fact to learn, 
by investigation or press releases, what has been 
done . . . We should take precautions before the stealing 
of the horse so that investigations thereafter will not be 
necessary.” His suggestions were not, however, incor- 


porated in the bill. 
™ Dated June 1, 1942. 
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the Budget and the Treasury Department, 
and concurred in by the Comptroller Gen- 
eral, requires that at the beginning of each 
fiscal year the head of each agency recom- 
mend to the Director of the Bureau of the 
Budget the quarterly division of his ex- 
penditure proposals. Ordinarily there will 
be an equal apportionment between quar- 
ters but in the case of an expanding or 
contracting agency or one subject to sea- 
sonal fluctuations or having limited- 
period projects, the quarterly division will 
vary. Upon review by the Bureau of the 
Budget, the recommendation will be ap- 
proved or “reserves” will be created and 
the quarterly apportionments correspond- 
ingly reduced. 

Authority for apportionment is found 
in the old Anti-Deficiency Act,* the object 
being to prevent overexpenditure. No di- 
rect authority aside from Executive Order 
6166” appears to exist for the setting up of 
reserves. However, the power to prevent 
unnecessary expenditures which the crea- 
tion of reserves gives the Bureau of the 
Budget cannot fail to receive the support 
of the Congress as well as good adminis- 
trators. A few members of Congress have 
raised objections from time to time on the 
ostensible theory that by the creation of 
reserves the will of Congress can be thwart- 
ed,?” but no formal action has been initi- 
ated to prevent the Bureau of the Budget 
from continuing to exercise this authority. 

Limitation of amounts apportioned does 
not seem to have added materially to the 
powers exercised by the Bureau of the 
Budget. The emphasis in Regulation 1 is 
on the paperwork accompanying appor- 
tionment; and, in practice, the Bureau 
has given many evidences of its desire not 


% 31 U.S.C. 665 (March 3, 1905) as subsequently 
amended. 


% Dated June 10, 1933. 

27 See, for example, the comments of Senator Mc- 
Kellar and the responses of Bu Director Harold D. 
Smith in Hearings Before the S vl 
mittee on A jations, U. S. 5 
2nd Session, on H.R. 4070, p. 276 (1944). 
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to substitute its own judgment for that of 
agency management. 


EXPENDITURE 


In getting down to individual items of 
expenditure a number of automatic factors 
must be borne in mind. Chief among these 
is precedent. The administration of an 
agency for any one year means in most 
cases continuing what existed during the 
year preceding. Types and rates of expen- 
diture have already been established, and 
wherever similar amounts are appropri- 
ated year after year, the Congress, from 
the agency’s point of view, has put its 
stamp of approval on its method of opera- 
tion. Needless to say, the self-satisfaction 
and internal security flowing from such 
attitudes within an agency may perpetu- 
ate useless activities, and they tend to 
make wrong things right just as long as 
the Bureau of the Budget, the Appropria- 
tion Committees, and the top adminis- 
trator of the agency are not too well in- 
formed of what is going on within. Con- 
scientious administrators are aware of this 
stagnating effect on their organizations, 
and, by the same token, finance officers 
know how difficult it is to avoid certain 
expenditures in the future once their pro- 
totypes have been established. As a matter 
of fact, organizational weaknesses and ex- 
penditure weaknesses are found together. 

For the moment it is the automatic 
character of expenditures that needs dem- 
onstration. In well-established agencies 
new types of expenditure are rare. The 
infrequency of their occurrence makes it 
possible under conservative administrative 
procedures to consider them carefully be- 
fore their incurrence in order to weigh the 
effect of the precedent that may be estab- 
lished. 

Another automatic factor safeguarding 
the incurring of expenditures is the ex- 
tended administrative consideration and 


crosschecking that must be accorded per. 
sonnel additions and separations and 
changes in pay, particularly when it is 
borne in mind that payrolls account for 
eighty per cent of the ordinary expenses of 
a government agency. Other operating 
expenses covering limited periods are 
sometimes tested in total for their general 
rationality, and individual items must 
come within fairly narrow categories in 
order to escape special treatment; but in 
general they receive little attention from 
the top staff of any agency. 

In most agencies there appears to be no 
well-defined policy and authority relating 
to periodic reviews of activities. Many 
agencies have management staffs which 
work on special assignments, such as set- 
ting up new organizations, or liquidating 
or modifying those already established, 
but they are almost never in a position 
which permits them to take an arm’s- 
length point of view and reach conclusions 
looking to major improvements in the 
government service. The reasons for this 
are: (1) They work under very general in- 
structions somewhere down the line, and 
are not in close contact with the agency 
head. (2) They are members of the same 
over-all organization and must “live” 
with those who might be criticized. (3) 
Management staffs are often composed of 
inexperienced persons or persons elevated 
from within the organization and there- 
fore easily conditioned to the mainte 
nance of a status quo within the agency. 
(4) They have been given no strong func 
tional ties with the Division of Admin- 
istrative Management within the Bureau 
of the Budget which in many ways is 
equipped to give them training and super 
vision. (5) During the war period, at 
least, there has been little emphasis from 
the President, no more than lip-service 
from the Congress’ and no comment what- 
ever by the Comptroller General, on so- 
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called “‘efficiency and economy.’™ With- 
out strong functional relationships with 
some outside agency like the Bureau of 
the Budget, the effectiveness of the typical 
management staff tends to be subordinated 
to the organization-building aspirations 
of professional administrators, or to what 
the staff itself believes it should recom- 
mend in the interests of its own security. 

It is particularly difficult in govern- 
mental organizations to separate manage- 
ment and financial controls, and it is my 
belief that they should not be separated. 
In the Tennessee Valley Authority they 
are combined by what has been called 
“the activity concept” of organization: 
a device particularly adapted to an organ- 
ization as ramified as the TVA, and a de- 
vice which is maintained by the comp- 
troller.” 

Controls over the authority to incur an 
expenditure have been given insufficient 
attention. No standards exist and prac- 
tices differ in each agency. In general, the 
power to incur an expense should rest on 
the head of an agency or on persons di- 
rectly responsible to him. In many agen- 
cies no delegations of authority are given 
to those who incur obligations. Custom 
dictates procedures that work with varying 
degrees of success, reliance being had on 
what are known as certifying officers. 
These officers are designated by agency 
heads to approve vouchers for payment 
and technically they may disallow items 
which do not meet all the tests, In practice 
most of them occupy high-grade clerical 
positions and are subservient to those who 

*8 General Dawes, first Director of the Bureau of the 
Budget, preached “efficiency and economy” almost to 
the exclusion of functional reviews. His ideas, admirable 
as far as they went, obviously did not sit well with 
agency administrators whose prime interest is in the 
job, See Dawes, Charles G., The First Year of the Budget 
of the United States (1923). 

* The “activity” concept was briefly described at the 
Conference on Federal Government Accounting i 


in 
December, 1943; see Proceedings, American Institute of 
Accountants, New York, p. 34. 


incur expenditures. Certifying officers, 
along with disbursing officers, who also 
occupy clerical positions in most agencies, 
are made personally responsible under the 
law for improper payments, but no re- 
sponsibility attaches to agency heads who 
direct the activities of certifying officers.*° 

In Washington agencies, vouchers, when 
certified for payment, are sent to a central 
disbursing unit maintained by the Treas- 
ury Department. This unit has little more 
than a cashier function; it verifies the sig- 
nature of the agency’s certifying officer, 
sees to it that the necessary supporting 
documents are attached, writes and mails 
the check (payroll checks are sent to the 
agency), and transmits the voucher to the 
General Accounting Office for audit. 

Accounting and reporting practices cur- 
rent within the Federal government con- 
tribute little to controls over expenditure. 
In the device of so-called appropriation ac- 
counting, one may find a compilation of 
appropriation balances broken down by 
whatever limitations are fixed by law or | 
administrative order, and these balances 
are supposed to have some restraint on 
further obligations once they reach a dan- 
ger line. If there is no danger of exceeding 
an agreed-on allowance for an expenditure 
—which is the average situation—appro- 
priation accounting furnishes no controls 
whatever. Reporting requirements of Fed- 
eral agencies are of a rudimentary nature™ 
and serve only as danger signals for an ap- 
propriation as a whole by requiring ex- 
penditure totals to be shown. Without 
functional breakdowns they do little to in- 
spire cost-consciousness on the part of ad- 
ministrative heads. 

Preaudit within agencies is largely rou- 
tine, and in the hands of audit clerks. The 
procedure followed is conditioned by what 
will pass the General Accounting Office 


% For further discussion, see ibid., p. 36-8. 
31 Regulations I, p. 13. 
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rather than by what is good for the agency, 
and the audit clerks must, therefore, be 
fully acquainted with decisions of the 
Comptroller General. These decisions are 
so vast in number that administrative 
authorities are discouraged from introduc- 
ing preaudit ideas of their own, for fear of 
adding complications to an already over- 
complicated picture. Internal check, as it 
is known in commercial accounting, is vir- 
tually undeveloped in the average agency. 


POSTAUDIT 


A few government agencies have their 
accounts audited by firms of public ac- 
countants. Most agency heads, however, 
take no interest whatever in postaudits 
and are usually unfamiliar with the so- 
called postaudit of the General Accounting 
Office. This audit consists of the examina- 
tion of each paid voucher, to see that it is 
charged against the proper appropriation, 
and that it is legal in all respects. By 
“legal” is meant not only that the pay- 
ment does not violate any of the numerous 
limitations appearing in Federal statutes, 
including the Appropriation Acts, but that 
it does not violate any of the thousands of 
interpretations which the Comptroller 
General has made. The Comptroller Gen- 
eral, the head of the only administrative 
agency not responsible to the President, 
disregards rulings of the Attorney General 
and permits decisions of the Supreme 
Court to be applied only to the specific 
case considered by the Court. 

As might be suspected, the high degree 
of institutionalization reached by the Gen- 
eral Accounting Office, which the Comp- 
troller General heads, has warped the view- 
point of GAO employees, and the office, 
notwithstanding its 10,000 employees, has 
not developed along the lines laid down for 
it in the Budget and Accounting Act of 
1921. 


* The author attempted in 1938 to account for the 
strange (to the outsider, anyway, but understandable as 


Although there have been rumors that’ 


the General Accounting Office might adopt 
the principle of sampling in its review of 
vouchers and expand its audit to assets 
and liabilities, that day has not yet ar 
rived. If test-audits were substituted for 
the legal examination of each voucher, if 
audits were made in the field, promptly at 
the end of each fiscal year, and if intelli. 
gible reports were prepared and given gen- 
eral distribution at the end of the audit 
period, the usefulness of the GAO would 
be multiplied many times. Adequate 
authority for these things exists in the pres- 
ent Budget and Accounting Act, but the 
agency would have to be administered by 
an accountant and its personnel would 
have to be of a very different sort. At pre- 
sent the only so-called commercial audit 
regularly performed by the GAO is that 
of the TVA; this was instituted in 1941 
but its results have not been sufficiently 
timely or convincing to eliminate TVA’s 
examination by public accountants.* 
SUMMARY 

A war period, without doubt, is a poor 
time for observing and raising questions 
concerning expenditure controls in the 
Federal government. I have made no at- 
tempt to indicate the controls surrounding 
the procurement of the materials of war 
or even of peacetime supplies and equip- 
ment, which are subjects by themselves, 
and time has not permitted bringing out 
details of expenditure procedures. Never- 
theless, sufficient general ground may have 
been covered to warrant a number of con- 
clusions in which accountants should be 
interested. 

First: The position of the Budget Officer 


loyally institutional) attitudes of GAO employees, in his 
testimony before the Joint Committee Investigating the 
TVA mere p. 5894 ff). 

® The GAO’s activities and limitations are described 
in detailin The Comptroller General, 
Yale University 1939. No important changes in 
GAO functions have taken place since this able book 
was written, 
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of an agency should be strengthened. He 
should deal directly with the agency head, 
participate in agency policy decisions, and 
his authority and prestige should be aug- 
mented by the Bureau of the Budget— 
primarily by setting forth standard quali- 
fications for the job and standards for his 
responsibilities within the agency. He 
should be a certified public accountant in 
order that he may have a professional 
backing for his work and, in turn, a respon- 
sibility for holding to a professional stand- 
ard of performance. Why not, as a matter 
of fact, designate him as the agency’s comp- 
troller? 

Second: Because of his functional rela- 
tion to the Bureau of the Budget, the 
Budget Officer’s (or Agency Comptroller’s) 
internal-audit functions should include 
periodic reviews of the various activities 
in which the agency engages. He should be 
permitted to employ outsiders for such re- 
views, the purpose being to establish 
arm’s-length opinions of performance and 
worth-whileness from the standpoint of 
the Federal government’s activities as a 
whole, conformity to statutory authoriza- 
tions, propriety and adequacy of internal 
and external reporting including budgetary 
justifications, and operating economy. If 
the reviewer is a technician, lay opinions 
should be secured simultaneously on ex- 
ternal aspects of the activity. The employ- 
ment of outsiders for this purpose rather 
than the development of a staff attached 
full-time to the agency would have the 
same value to the organization as the em- 
ployment of external auditors by a busi- 
ness establishment. 

Third: Functional classification of Fed- 
eral activities should be undertaken as a 
full-scale project by the Bureau of the 
Budget, and this project should be prose- 
cuted hand-in-hand with the Bureau’s 
studies of unit costs. One reason for a 
functional breakdown is to give compre- 
hensibility to the huge costs of govern- 


ment; but the main reason is to develop 
comparable costs—if not between units 
for the same period, at least between simi- 
lar operations over a series of years—so 
that within the range of conceivable limits 
of human activity the job being done may 
be visualized and evaluated. By evalua- 
tion, of course, is meant not a figure pre- 
ceded by a dollar sign, but an estimation 
of social worth in its broadest terms. If 
the interpretation and control of business 
is aided by an analysis of its operating re- 
sults, why not for government also? A 
single unit cost can become the function of 
many things. 

Fourth: Stimulation should be given to 
the interest of government officials in ac- 
counting and auditing by such external 
groups as the American Accounting Asso- 
ciation, the American Institute of Ac- 
countants, the Chamber of Commerce of 
the United States, and other organizations, 
whether or not their concern with govern- 
ment affairs is brought about primarily by 
the self-interest of their members; the em- 
phasis here is that the case for or against 
any kind of government activity will be 
the clearer through intelligible financial 
analysis. 

Fifth: If the preceding objects can be 
attained, a further accomplishment would 
be a thorough overhaul of the govern- 
ment’s reporting system. Without func- 
tional statements of costs, lists of organi- 
zational expenditures mean nothing—to 
insiders or outsiders—and there is thus no 
demand for reports. With functional an- 
alysis looming as a possibility, the argu- 
ments concerning the various bases of ac- 
counting still being carried on in govern- 
ment circles would disappear quickly, 
along with such arguments as those which 
question the point at which books should 
be kept and the kind of books that should 
be maintained. 

Because the Federal government is weak 
on these five things its expenditure controls 
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can be greatly improved. Savings come 
from strict internal, penny-pinching econ- 
omies; but if such savings amount to 


thousands, the savings flowing from these 
over-all considerations will unquestionably 
yield millions. 


ACCOUNTING ASPECTS OF CONTRACT 
SETTLEMENT 


Lr. CHARLES J. GAA AND Lt. GERALD MAXFIELD 


ERMINATION of war contracts’ re- 
fers to the termination or cancella- 
tion of work under a prime contract 
for the convenience of or at the option of 
the government, or of work under a sub- 
contract for any reason. Termination may 
be complete or partial. However, “‘ter- 
mination” does not include cancellation 
for default of the contractor. Quantity 
changes under “changes” articles or similar 
contract provisions or by agreement are 
considered “terminations.” If such changes 
do not involve substantial or complicated 
problems, they should be handled under a 
“changes” article rather than under a ter- 
mination article. 

The major problems of termination are 
the determination of the amount of settle- 
ment to be made with the contractor, the 
disposition of termination inventory, and 
the provision of interim financing for the 
contractor. 

This paper is concerned only with the 
problem of determining the payment to be 
made to contractors under fixed-price 
prime or subcontracts. The Act (Contract 
Settlement Act of 1944) covers the settle- 
ment at termination of both cost-plus-a- 
fixed-fee and fixed-price contracts. 

In the summer of 1941, the War Depart- 
ment adopted a termination article to be 
included in its contracts, and revised it 
from time to time. The principle of nego- 
tiated settlements was introduced into the 
termination article in October, 1942. 

This preliminary work of the War De- 


partment and the joint work of representa- 
tives of the War Department, the Navy 
Department, and the War Production 
Board on a uniform termination articde 
and statement of cost principles was taken 
over by the Joint Contract Termination 
Board, which was organized on November 
12, 1943, as part of the Office of War Mo 
bilization. The Joint Contract Termina- 
tion Board was composed of representa- 
tives from the War Department, the Navy 
Department, the Maritime Commission, 
the Treasury Department, the Recon 
struction Finance Corporation, and the 
Foreign Economic Administration. Later 
representatives were added from the War 
Production Board, the Smaller War Plants 
Corporation, and the Department of Jus- 
tice. 

The agreements of the Joint Board were 
released as directives of the Office of War 
Mobilization. The first of such directives 
was issued on January 8, 1944; it am 
nounced a new mandatory uniform termi 
nation article for fixed-price prime supply 
contracts and an accompanying statement 
of principles for determining costs. Latera 
similar uniform termination article was 
recommended for subcontracts. 

At the date of the passage of the Com 
tract Settlement Act of 1944 a termination 
accounting subcommittee of the Joint 
Committee was considering in tentative 
form cost memoranda to be used as inter 
pretations and clarifications of the state 
ment of cost principles. 
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On July 21, 1944, the Contract Settle- 
ment Act of 1944 went into effect, and on 
July 28 the Director of Contract Settle- 
ment was appointed. The Office of Con- 
tract Settlement became a part of the 
Office of War Mobilization on October 3, 
1944. 

The Director of Contract Settlement 
took over the work of the Joint Contract 
Termination Board and formalized its ac- 
tions in directives of the Office of Contract 
Settlement. Regulation 5, issued on Sep- 
tember 30, 1944, eliminated two provisions 
from the Statement of Principles for De- 
termination of Costs; the provisions elim- 
inated were (1) the limitation on loss on fa- 
cilities to the amount of the adjusted in- 
come tax basis, and (2) the disallowance of 
certain costs used in previous renegotiation 
computations. 

Regulation 8, issued in October, 1944, 
made mandatory the use by government 
contracting agencies of Standard Contract 
Settlement Proposal Forms 1, 1a, 1b, 2a, 
2b, 2c, 2d and 3. Previously, various forms 
were used by the several contracting 
agencies. 

The work of the Director of Contract 
Settlement is to control and supervise the 
settlement work of contracting agencies. 
He prescribes policies, principles, methods, 
procedures, and standards. He may require 
or restrict the use by such agencies of 
authority and discretion under the Act. 
The actual work of settlement is done by 
the contracting agencies. There are 
twenty-eight contracting agencies which 
may have war contracts subject to the 
Act; however, because of the nature and 
quantity of their contracts, the burden of 
termination and settlement falls almost 
entirely on the War Department, the Navy 
Department, the Maritime Commission, 
the Treasury Department, and the Recon- 
struction Finance Corporation (and its 
subsidiaries). 

The Director is guided by the Contract 
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Settlement Advisory Board, which is simi- 
lar to the old Joint Contract Termination 
Board. The Advisory Board is, in turn, 
aided by a system of advisory committees, 
one of which is the Committee on Ter- 
mination Accounting. 

In addition to the Contract Settlement 
Board and the Appeal Board, the Office of 
Contract Settlement is organized into nine 
major units, one of which is the Account- 
ing unit. 


GENERAL RULES AND GUIDES 


Sec. 20(e) of the Act states that: 


“‘Nothing in this Act shall be deemed to impair 
or modify any war contract or any term or provi- 
sion of any war contract or any assignment of any 
claim under a war contract, without the consent 
of the parties thereto, if the war contract, or the 
term, provision, or assignment thereof, is other- 
wise valid.” 

Consequently, the provisions of a ter- 
mination article, not necessarily the Uni- 
form Article, in a given contract govern 
the termination and settlement of that 
contract. 

The Uniform Termination Article is of 
paramount importance in termination and 
settlement work for several reasons. (1) It 
was issued and made mandatory in Direc- 
tive Order 1 of the Office of War Mobiliza- 
tion. (2) It was reaffirmed, and given the 
support of the Act (Sec 4(c)) in Regulation 
No. 5 of the Office of Contract Settlement. 
(3) It has been included currently in all 
contracts to which it is applicable. (4) It has 
been government policy to encourage the 
substitution of the Uniform Article for any 
other termination articles in existing con- 
tracts. (5) OCS Regulation No. 7 specifies 
the use of the article in cases in which con- 
tracts not containing the article are ter- 
minated, to the extent not inappropriate 
in the light of the provisions of the particu- 
lar contract. 

The Contract Settlement Act of 1944 
is next in practical importance to the Uni- 
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form Article. It furnishes a statutory 
foundation for the entire termination and 
settlement procedure and supports the 
Uniform Article. There is nothing in the 
Act which is not consistent with the Uni- 
form Article. 

The regulations of the Office of Contract 
Settlement are provided for by the Act and 
are given authority under it. These regula- 
tions are binding on all contracting agen- 
cies. 

The Joint Termination Regulation 
(J.T.R.) and the Joint Termination Ac- 
counting Manual (J.T.A.M.) are applic- 
able only to the War and the Navy 
Departments. 

The J.T.R. covers almost exactly the 
same material as the old War Department 
Procurement Regulation 15. The J.T.A.M. 
is prescribed for the use of accounting per- 
sonnel of the War and the Navy Depart- 
ments in settlements of fixed-price supply 
prime and subcontracts. It is also suitable 
for use by contractors in reviewing the 
claims of their subcontractors. Contracting 
officers are not bound by the J.T.A.M., 
but are encouraged to use it as a guide. 

Additional instructions or clarifications 
of the J.T.A.M. to aid accounting person- 
nel may be issued by the War and the 
Navy Departments frem time to time. 
Some such termination-cost memoranda 
are in the process of being discussed, but 
none has been issued to date. 


SETTLEMENT BY FORMULA 
OR AGREEMENT 


The Uniform Article authorizes the set- 
tlement of terminated war contracts by 
agreement (paragraph (c) ), by formula 
(paragraph (d) ), or by seme combination 
of the two (paragraph (c) ). The provisions 
of the Act are the same as those of the Uni- 
form Article, except that an additional 
method of settlement, arbitration, is in- 
cluded. 

Paragraph (d) of the Uniform Article 


requires a formula settlement if the parties 
fail to agree on a negotiated settlement. 
Under the formula the contractor should 
receive the contract price for completed 
items not otherwise billed to the govem. 
ment, the contractor’s cost attributable 
to the terminated work, a profit on ter 
minated work, the cost of settling subcon. 
tractor’s claims, and settlement expenses, 

Paragraph (h) of the Uniform Article 
provides that the determination of costs 
for paragraph (d) are to be made in accord- 
ance with the Statement of Principles for 
Determination of Costs upon Termination 
of Government Fixed Price Supply Con 
tracts. 

Section 6(d) of the Act governs settle 
ments not made by agreement (formula 
settlements). It was based on paragraph 
(d) of the Uniform Article and the State 
ment of Principles and follows them 
closely. 

The rates of profit to be applied in for 
mula settlements are inserted in the con 
tract when it is negotiated. Paragraph (d) 
of the Uniform Article provides that such 
profit may not exceed 2 per cent on ma 
terials not processed by the contractor. 
Any rate may be inserted to apply on all 
other costs, excluding interest; 8 per cent 
is suggested. As a limitation, no more than 
6 per cent may be paid on total costs, ex 
cluding interest. 

Profit is allowed whether or not the con- 
tract would have resulted in a profit ora 
loss if it had been completed but is not 
paid to the contractor on interest, settle 
ment expenses, or subcontractor’s claims. 

The total amount payable under the 
formula on a terminated contract is sub 
ject to certain limitations discussed else- 
where in this paper. 

Paragraph (c) of the Uniform Article 
states: 

“The contractor and the contracting officer 


may agree upon the whole or any part of the 
amount or amounts to be paid to the contractor 
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by reason of the total or partial termination of 
work pursuant to this Article, which amount or 
amounts may include a reasonable allowance for 
profit, and the Government shall pay the agreed 
amount or amounts. Nothing in paragraph (d) of 
this Article prescribing the amount to be paid to 
the contractor in the event of failure of the 
contractor and the contracting officer to agree 
upon the whole amou.t to be paid to the contrac- 
tor by reason of the termination of work pursuant 
to this Article shall be deemed to limit, restrict, or 
otherwise determine or affect the amount or 
amounts which may be agreed upon to be paid to 
the contractor pursuant to this paragraph (c).” 


The contracting officer has complete 
freedom and can agree upon any amount, 
inany manner he sees fit, so far as the Uni- 
form Article is concerned. As a practical 
matter, however, it is necessary for the 
government to go further and to set forth 
principles and procedures to guide con- 
tracting officers and to encourage uniform- 
ity in settlements. 

In a settlement by agreement sufficient 
information must be available to support 
the claim as a basis for the negotiations. 
The purpose is not to make an exact de- 
termination of costs or a detailed applica- 
tion of any formula, but is to provide suf- 
ficient data for the use of sound business 
judgment in reaching a settlement. Cost 
and accounting data may aid in computing 
a fair settlement figure but are not rigid 
measures of it. The amount of record- 
keeping, reporting, and accounting should 
be kept to a minimum consistent with ade- 
quate protection to the government. It is 
not necessary to agree on separate amcunts 
to be allowed for either costs or profit; the 
total amount may be agreed upon. 

In the consideration of costs and profit 
as elements in the settlement, it is recom- 
mended by Sec. 6(e) of the Act, the J.T.R., 
and O.C.S. Regulation No. 7 that the 
Statement of Principles be taken into ac- 
count in determining the type of items to 
be included in or excluded from the settle- 
ment. Costs need not be determined ex- 
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actly but may be estimated or approxi- 
mated on reasonable bases. 

Ordinarily the formula settlement 
should be resorted to only after diligent 
efforts to negotiate a settlement in full or 
in part have failed. However, O.C.S. Regu- 
lation No. 7 provides that: 

“To avoid forcing the contractor to unneces- 
sary litigation to establish his legal rights against 
the Government, it will be appropriate in any case 
where the contractor so desires, to pay the 
amount of the approximation of the formula.” 


The Uniform Article, the Act, and O.C.S. 
Regulation No. 7 all provide that a “‘rea- 
sonable” allowance for profit may be added 
to the cost in the settlement claim. The 
profit may be either a percentage of cost or 
a lump sum added to cost. 

O.C.S. Regulation No. 7 outlines the 
standards for the profit to be included in 
the settlement proposal as follows: 

‘‘Profit should be limited to preparations made 
and work done for the terminated portion of the 
contract ... ; any reasonable method of arriving 
at a fair profit may be used. The most satisfactory 
criterion . . . is ordinarily a proper proportion of 
what the parties have agreed upon. Evidence of 
this agreement might be either (a) the amount of 
the profit which was agreed upon or contemplated 
by both parties at the time when the contract was 
negotiated; or (b) the amount of profit which the 
contractor would have earned had the contract 
been completed; or (c) the amount of profit which 
the contractor agreed to accept in the event the 
contract was terminated and litigation resulted.” 


The indicated profit rate (see (b) 
above) is the rate of profit which would 
have been earned had the contract run to 
completion. For example: 
Total contract price 
Ome incurred to date of termina- 

Estimated costs to complete 
Indicated profit 
Indicated rate of profit (on cost) 


$110,000 


$90,000 
10,000 


100,000 
$ 10,000 


10% 


This rate is then applied to allowable 
cests. It is a good practice to apply differ- 
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ent rates to different types of costs; for 
example, the indicated rate may be 
applied to all costs other than materials 
not processed by the contractor and a 
lower rate may be applied to such mate- 
rials, the over-all rate not to exceed the 
indicated rate. 

A minus profit percentage should not be 
applied when a loss is indicated; the con- 
tractor is entitled to his costs applicable to 
the terminated portion of the contract, 
regardless of an indicated loss. 

The greatest weakness in using the indi- 
cated profit rate is in estimating the costs 
to complete the contract for purposes of 
calculating the indicated rate. In many 
cases no accurate estimate can be made. 

The use of the contemplated profit (see 
(a) above) as an alternative to the indi- 
cated profit rate requires that a lump sum 
of profit be added to allowable costs. The 
amount is determined by the following for- 
mula: 

Profit contemplated when contract was nego- 
tiated x (Work performed and preparations made 


on terminated portion +Work contemplated by 
entire contract) 


It is important to notice that “work per- 
formed and preparations made” and 
“costs” are not synonymous. Costs are 
only one factor to be considered. The 
“work performed and preparations made”’ 
or “contemplated” are affected by the ex- 
tent and difficulty of engineering, produc- 
tion scheduling, planning, and supervision 
and arrangement of subcontracts. The use 
of ‘work performed and preparations 
made” rather than ‘‘costs” as the unit of 
measurement has distinct advantages. It 
avoids excessive profit on large amounts of 
unprocessed materials and rewards a con- 
tractor in accordance with the work he has 
done on the subcontracting programs, 
rather than in accordance with the dollar 
amounts of subcontractors’ claims. 
Satisfactory results from this method 
depend upon adequate cost and price 
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analysis work when the contract was nego. 
tiated. Usually it will be difficult to deter. 
mine accurately the amount of “‘work’ 
performed. 

According to O.C.S. Regulation No, 7, 
paragraphs 5c(1) and (2) and (Sd), an ap. 
proximation of the amount of profit which 
would have followed from the use of the 
formula (see (c) above) is appropriate un 
der the following circumstances: (1) if 
the parties fail to agree; (2) if it is imprac. 
ticable to determine the indicated rate of 
profit or the contemplated profit; (3) if an 
indicated loss is present; (4) if such ap 
proximation would increase the speed of 
settlement; and (5) if the contractor 
desires, in order to avoid unnecessary liti- 
gation. 

Certain additional factors which might 
be considered in arriving at the amountof 
profit are (1) comparative prices and prol- 
its on similar contracts, (2) normal earn- 
ings, (3) renegotiation allowance for profit, 
(4) quality and quantity of production and 
efficiency of contractor, (5) complexity of 
manufacturing technique, (6) codperation 
of the contractor, and (7) a host of other 
intangible items. 


PRINCIPAL CLASSES OF CHARGES 


There are four principal classes of 
charges to be included in a contractor's 
settlement proposal on a formula basis, 
and, as a practical matter, these same four 
groups must be considered in a settlement 
by agreement. 

First, the contract price of completed 
items not otherwise billed to the govern- 
ment. However, the government encour 
ages omission from the settlement pro- 
posal and separate billing of such complet 
ed items whenever possible. 

Second, the contractor’s own costs re | 
lated to the terminated portion of the con- 
tract. To these costs may be added a rea- 
sonable allowance for profit in the case of 
a negotiated settlement, and profit at the 
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rates stipulated in the contract in the case 
of a formula setlement. 

Third, the cost of settling subcontrac- 
tors’ claims. Under the formula, no profit 
is to be allowed on such costs. 

Fourth, the contractor’s settlement ex- 
penses in preparing the settlement pro- 
posal and preserving and protecting ter- 
mination inventory. Under the formula, 
no profit is to be allowed on such costs. 


COMPUTATION OF CONTRACTOR’S 
OWN COSTS 


In the settlement of a terminated fixed- 
price contract, contractors are not re- 
quired to submit their costs in unreason- 
able detail; nor are they expected to main- 
tain unduly elaborate cost accounting 
systems merely to anticipate possible ter- 
minations. 

Section 6(b) of the Act states that: 

“Each contracting agency shall establish meth- 
ods and standards, suitable to the conditions of 
various war contractors, for determining fair com- 
pensation for the termination of war contracts on 
the basis of actual, standard, average, or esti- 
mated costs, or of a percentage of the contract 
price based on the estimated percentage of com- 
pletion of work under the terminated contract, or 
on any other equitable basis, as it deems appropri- 
ate. To the extent that such methods and stand- 
ards require accounting, they shall be adapted, so 
far as practicable, to the accounting systems used 
by war contractors, if consistent with recognized 
commercial accounting practice.” 


Section 6(b) of the Act is very broad and 
offers great latitude in the computation 
of the contractor’s own costs on the ter- 
minated portion of the contract. The 
methods suggested in Sec. 6(b) are usable 
both in settlements by agreement and in 
settlements for formula. 

“Actual, standard, average, or esti- 
mated costs” are permitted by the Act. 
As a practical matter, “actual” costs will 
be used in most cases; nearly all settle- 
ments to date have been on an “actual 
cost” basis. 


49 


Percentage-of-Completion Method. The 
Act permits the use of “‘a percentage of the 
contract price based on the estimated per- 
centage of completion of work under the 
terminated contract, or any other equi- 
table basis,” as is deemed appropriate. 
J.T.R. 523.4 implies that the percentage- 
of-completion method generally should be 
used only on small settlements reported 
on Standard Short Form 1a, but the con- 
tracting officer may give permission to use 
the percentage method on other settle- 
ments, 

Standard Form ia (Short Form) may 
be used whenever (1) the contractor dis- 
poses of or retains all of the termination 
inventory, and whenever (2) the net 
amount of the settlement is less than 
$1,000 after deducting all disposal credits. 

Inventory Method. The most widely used 
method for presenting settlement propos- 
als is the inventory method; nearly all 
proposals to date have been on this basis. 
The word “‘inventory” is used in a broad 
sense to include an “inventory” of all 
costs related to the terminated portion of 
the contract and is not restricted to an in- 
ventory of materials and work in process. 

Under this method the inventories of 
materials and work in process are priced 
in detail; to this amount are added all other 
costs which are related to the terminated 
portion of the contract (a portion of gen- 
eral administrative expenses; tools, dies, 
jigs and fixtures; etc.), costs of settling 
with subcontractors, and settlement ex- 
penses. To the sum of such costs is added 
a profit allowance, if any. The minimum 
amount allowed is the contractor’s costs; 
even though the contractor appears to be 
operating at a loss at the date of termina- 
tion, the settlement is not reduced for any 
estimated amount of loss. 

This method works very well when the 
inventory consists largely of purchased 
parts and materials on which little work 
has been performed. It also works well 
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when the cost data are adequate to price 
work in process accurately. 

Standard Form 1 has been designed for 
the inventory method and is the form 
which will be furnished to contractors for 
their use. This method may also be used in 
Short-Form-1la proposals. Form ib (Total 
Cost Method) is sent to contractors only 
if they expressly request it. 

The inventory method is preferred be- 
cause: (1) it ordinarily does not require a 
review of all expenditures over the entire 
life of the contract; (2) the detailed inven- 
tory lists submitted for property disposal 
purposes are used as a basis for settlement 
of the claim; and (3) the inventory method 
does not “renegotiate” profit on the com- 
pleted portion of the contract, as the total- 
cost method might. 

Total-Cost Method. The purpose of the 
total-cost method is the same as that of 
the inventory method: namely, to com- 
pensate the contractor for his costs on the 
terminated portion of the contract. It is a 
roundabout approach whereas the inven- 
tory method is direct. It is suggested for 
use only when the inventory method is im- 
practicable and it is not intended for wide- 
spread use. Ordinarily the results under 
the inventory and the total-cost methods 
are approximately the same, but seldom 
will they be identical. 

The total costs of the contract to the 
date of termination (the inventory method 
uses only the costs applicable to the ter- 
minated portion of the contract) are sum- 
marized; to this amount is added a profit 
allowance, if any, on the total costs; from 
this sum is deducted the contract price of 
all completed units previously paid for or 
to be paid for by the government outside 
the settlement claim. The result is a figure 
which represents costs and profit, if any, 
related to the terminated portion of the 
contract. 

If it is determined that the contract 
would have resulted in a loss if it had been 


completed, it is necessary to deduct th 
cost of completed units (instead of the 
contract price) from the total cost. The 
remainder is a figure which represents the 
cost of the terminated portion of the con. 
tract. The total-cost method may be used 
on Short Form 1a if the settlement is under 
$1,000 and the inventory is entirely m 
tained or disposed of by the contractor; 
otherwise Standard Form 1b must be used, 

Alternative Methods. J.T.R. 523.5 allows 
the use of any alternative method for pre 
senting a proposal on Form 1a. The use of 
any alternative method, other than the 


inventory, total-cost, or percentageof 


completion methods, in settlements not 
presented on Form 1a may be permitted by 
the contracting officer only if he obtains 
approval from higher authority. Any ab 
ternative method should compensate the 
contractor fairly for preparations made 
and work done on the terminated portion 
of the contract, including a reasonable 
profit on such preparations and work. 


STATEMENT OF PRINCIPLES 


The Statement of Principles is a part of 
the Uniform Termination Article and 
prescribed for use in formula settlements 
by paragraph (h) of the Article. Section 
6(e) of the Act and O.C.S. Regulation No. 
7 encourage the use of the Statemext of 
Principles in arriving at a settlement by 
agreement also. 

As a practical matter, in negotiating 
there is a tendency on the part of contrac 
tors to request no less for costs than the 
formula and the Statement of Principles 
would give, and there is a tendency on the 
part of contracting officers to give little 
more for costs than would result from the 
use of the formula settlement and the 
Statement of Principles. Consequently, 
the amount of costs allowed under a settle- 
ment by agreement approximates that 
which would result in a formula settlement 
The J.T.R. and the J.T.A.M. both contain 
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the Statement of Principles, and O.C.S. 
Regulation No. 5 formally reaffirms the 
Statement of Principles and reissues it as 
amended to delete (1) the limitation on 
allowable loss on facilities, and (2) the ex- 
dusion under certain circumstances of 
costs used in renegotiation proceedings. 
The benefit of these changes is extended to 
contracts which include the unamended 
Statement of Principles. 

It makes no difference whether the costs 
are determined according to the inventory 
method or the total-cost method; the fol- 
lowing Statement of Principles is equally 
applicable to both. 


“1, General principles: The costs contem- 
plated by this Statement of Principles are those 
sanctioned by recognized commercial accounting 
practices and are intended to include the direct 
and indirect manufacturing, selling and distribu- 
tion, administrative and other costs incurred 
which are reasonably necessary for the perform- 
ance of the contract, and are properly allocable or 
apportionable, under such practices, to the con- 
tract (or the part thereof under consideration). 
The general principles set out in this statement 
are subject to the application of any special pro- 
visions of the contract. Certain costs are specifi- 
cally described below because of their particular 
significance and, as in the case of other costs, 
should be included to the extent that they are al- 
locable to or should be apportioned to the con- 
tract or the part thereof under consideration.” 


General. Sec. 6(b) of the Act provides 
that contracting agencies shall adapt their 
accounting requirements to the accounting 
system of the contractor if it is consistent 
with recognized commercial accounting 
practice, and paragraph 4 of the Statement 
of Principles provides: 

“To the extent that they conform to recognized 
commercial accounting practices and the forego- 
ing Statement of Principles, the established ac- 
counting practices of the contractor as indicated 
by his books of account and financial reports will 
be given due consideration in the preparation of 
statements of cost for the purposes of this article.” 


Costs sanctioned by recognized commer- 
cial accounting practices include both 


direct costs (those which can be associated 
easily in a convincing manner with a con- 
tract and are therefore chargeable directly 
to that contract) and indirect costs (those 
which cannot be readily associated with a 
particular contract and are therefore 
spread over all contracts on some equitable 
basis). An expense should not be charged 
directly to the terminated contract and 
also indirectly through overhead unless 
the principle of “double screening”’ is util- 
ized; otherwise duplication would result. 
“Double screening” is the examination of 
an expense to see that (1) costs directly 
chargeable to the terminated contract are 
so charged, (2) costs directly chargeable 
to other work are so charged, and (3) only 
the residue is distributed on some equi- 
table basis as a part of overhead. 

Direct Costs. Manufacturing costs are of 
three classes: direct materials, direct labor, 
and factory overhead. Direct materials 
are materials that enter directly into the 
manufacture of the product and can read- 
ily be associated with it. In termination 
the principal problems in connection with 
direct materials are (1) verification of 
quantities, (2) applicability to the con- 
tract, (3) method of pricing, (4) invento- 
ries in excess of contract requirements, (5) 
scrap credits and (6) spoilage and rejects. 
Paragraph (d) of the Article provides that 
except for normal spoilage, no amount 
shall be allowed for property which is de- 
stroyed, lost, stolen, or damaged so as to 
be undeliverable prior to transfer to the 
government or to a buyer or until 60 days 
after delivery to the government of an in- 
ventory schedule covering it, whichever 
occurs first, unless the government has 
expressly assumed such risk. Cost of in- 
surance on such property is an allowable 
termination charge. 

Material may be applicable to the con- 
tract if it was (1) purchased for the con- 
tract, (2) actually used on the contract, 
or (3) on hand when the contract was 
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acquired and allocated to the contract on 
a reasonable basis. 

The lower of cost or market as of the 
date of the contract should be used for 
pricing material which was on hand when 
the contract was acquired. Otherwise any 
generally accepted method of pricing (such 
as Fifo, Lifo, or average cost) consistently 
applied (from contract to contract and 
period to period) is acceptable. Material 
costs should be reduced for cash discounts. 

Material allocated to the contract 
should not be in excess of the reasonable 
quantitative requirements of the contract 
after allowance for spoilage. This deter- 
mination cannot be made with exactitude 
as it must be based upon estimates of re- 
quirements and expected spoilage. In de- 
termining what is “reasonable,” the nature 
of the item, its value, size of order, and 
trade practices in regard to over or under- 
shipments should be considered. 

The costs of the contract should be re- 
duced for the value of the scrap resulting 
therefrom which is sold or otherwise util- 
ized. Usually the entire cost of manu- 
facturing is spread over the units of good 
production. 

However, excess rejects in early stages 
of production may be a proper starting 
load or initial cost applicable to the entire 
contract. In an inventory settlement re- 
workable rejects would be includable at 
cost if they result from work in process, 
but at cost less the cost of reworking if 
they result from production of the com- 
pleted portion of the contract. 

Direct labor consists of productive labor 
performed on and directly chargeable to 
the product. Direct-labor cost applicable 
to the terminated contract is allowable and 
usually may be readily verified. Direct- 
labor cost is important normally because 
of its large dollar amount and because it is 
often the basis for the application of fac- 
tory overhead. The classification of labor 
charges, such as inspection, as direct or 


indirect is not important so long as such 
classification is consistent as between the 
terminated contract and other work. Like. 
wise the treatment of overtime, shift 
premiums, bonuses, vacation pay, etc., 
should be consistent as between the termi- 
nated contract and other work. 

Factory Overhead. Factory overhead con- 
sists of those indirect costs applicable to 
the manufacturing operations. It should 
not include items of expense specifically 
excluded by the Statement of Principles or 
others not reasonably necessary for the 
performance of the contract. When prac- 
ticable, the period to be used for comput- 
ing overhead rates should be approxi- 
mately the same as (1) the contract period 
if the settlement is on the total-cost basis, 
or (2) the period during which the inven- 
tory was processed if the settlement is on 
the inventory basis. However, any period 
may be used and any base for the alloca- 
tion of the overhead is acceptable if they 
result in an equitable charge to the termi- 
nated contract. The basis used by the con- 
tractor (such as direct-labor dollars, direct- 
labor hours, or machine hours) will usually 
be acceptable if it has been used by the 
contractor over a reasonable period of time 
and is in accordance with generally ac- 
cepted accounting principles; consistency 
of application from contract to contract 
and period to period should be maintained. 

Selling and Administrative Overhead. 
Selling and distribution and administra- 
tive costs consist of those costs necessary 
for the conduct of the enterprise which are 
not applicable to the manufacturing opera- 
tions. In commercial accounting practice 
such expenses are not ordinarily added to 
the cost of the product but are used only 
as a deduction from the gross profit on 
sales. They are costs of the enterprise and 
are recognized in termination to the extent 
that they are reasonably necessary for the 
performance of the contract. 


As most production is immediately de- _ 
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livered in a war economy, manufacturing 
cost is usually an equitable basis for their 
allocation. When the termination costs of 
the contractor consist to a major extent of 
unprocessed material, adjustment to the 
base for net change in inventories should 
be considered. It may be equitable to ad- 
just the rate further to the extent that the 
costs of the functions included in such 
overhead are not related to the purchase 
cost of materials. 

Initial Costs. 

“2. Initial costs: Costs of a non-recurring na- 
ture which arise from unfamiliarity with the prod- 
uct in the initial stages of production should be 
appropriately apportioned between the completed 
and the terminated portions of the contract. In 
this category would be included high direct labor 
and overhead costs, including training, costs of 
excessive rejections and similar items.” 


These initial costs and any other costs 
which are applicable to the entire contract 
regardless of the time when they were in- 
curred should be apportioned over the 
contract on the basis of an equal charge 
per unit of product unless the products 
involved in the contract are too diverse 
in nature, in which case some other equi- 
table basis should be used. Thus, if the 
total of such costs on Contract A was 
$5,000 and the contract was terminated 
when 40 per cent completed, the amount 
applicable to the termination settlement 
on the inventory basis would be $3,000 
($5,000 x .60). 

The Statement of Principles enumerates 
certain costs as being allowable and others 
as being excluded, but ends as follows: 


“5. The failure specifically to mention in this 
statement any item of cost is not intended to im- 
ply that it should be included or excluded.” 


VARIOUS ALLOWABLE COSTS 


“(a) Common inventory: The costs of items of 
inventory which are common to the contract and 
to other work of the contractor. 

(b) Common claims of subcontractors: The 
claims of subcontractors which are common to the 
contract and to other work of the contractor.’ 
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Common items include unprocessed ma- 
terial, work in process, finished’ compo- 
nents, and commitments, and are most 
likely to exist in the case of a prime con- 
tractor whose government work closely 
resembles his regular civilian operations 
and in the case of subcontractors. who are 
manufacturing the same article for several 
primes. 

The problem is to determine the pro- 
portion of inventory of and commitments 
for common items which is properly 
chargeable to the terminated contract. 
Generally an allocation to the termination 
settlement based on the contractor’s 
records will be acceptable. However, no 
allocation in excess of the quantitative 
requirements of the contract after allow- 
ance for spoilage will be acceptable; 
quantities of common items reasonably 
usable on the contractor’s other work 
should not be charged to the termination 
settlement. As a general rule, in order to 
conserve materials and labor and to reduce 
the cost of war, any allocation of common 
inventory to the termination settlement 
should be that of the least processed ma- 
terial and, in the case of commitments, 
the commitments most recently entered 
into. 

For example, Contract A for 10,000 
units was terminated when 40 per cent 
complete, and the quantitative require- 
ments to complete the contract were 
132,000 pounds of metal. At termination 
the contractor’s inventory and commit- 
ments for this metal were as follows: 


Work 
Inventory 60,000 lbs. 50,000 Ibs. 
Commitments 72,000 lbs. 18,000 lbs. 90, 


132,000 Ibs. 68,000 Ibs. 200,000 Ibs. 


Proper allocation to the termination 
settlement would be 42,000 pounds of the 
inventory and the cost of cancelling com- 
mitments for 90,000 pounds. If upon in- 
vestigation, the contractor could reason- 
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ably use 80,000 pounds on other work, the 
proper allocation to the termination settle- 
ment would be the cost of cancelling com- 
mitments for 90,000 pounds and 30,000 
pounds of the inventory. 


“(c) Depreciation: An allowance for deprecia- 
tion at appropriate rates on buildings, machinery 
and equipment and other facilities including such 
amounts for obsolescence due to progress of the 
arts and other factors as are ordinarily given con- 
sideration in determining depreciation rates. De- 
preciation as defined herein shall not include loss 
of useful value of the type covered by subpara- 
graph (f).” 


Thus depreciation as a loss in useful 
value due to wear and tear through use, 
deterioration resulting from passage of 
time and work of the elements, and normal 
obsolescence due to progress in the arts 
are recognized as costs in termination. 
Any generally accepted method of com- 
puting depreciation (such as straight line 
or production output) may be used, but 
original cost and not replacement value 
must be used as the base. In appropriate 
cases such acceleration of rates is allow- 
able as is necessary to compensate for the 
factor of increased use. “Certificate of 
Necessity’”’ amortization has no bearing on 
the determination of appropriate rates for 
termination; such amortization is only a 
tax device. An appropriate allowance may 
be made for use on the terminated contract 
of assets which have been fully depreciated 
on the contractor’s books, since the ab- 
sence of book value is probably the result 
of prior errors in the computation of de- 
preciation. No such allowance should be 
made, however, if the entire cost has been 
depreciated and recovered on government 
business. 


“(d) Experimental and research expenses: 
General experimental and research expense to the 
extent consistent with an established prewar pro- 
gram, or to the extent related to war purposes.” 

“(h) Advertising: Advertising expense to the 
extent consistent with a prewar program, or to the 
extent reasonable under the circumstances.” 


Since the treatment of these expenses is 
similar in termination, both will be con 
sidered together. 

Advertising expense includes payments 
for the use of advertising media and the 
expense of operating an advertising de 
partment. Both product and institutional 
advertising are allowable in termination, 
Experimental and research expense in- 
cludes costs of projects of a basic nature 
and the development of new products and 
processes as distinguished from process 
engineering, tool development, and similar 
activities necessary to the placing of a 
product into production or a process into 
use. Royalty income should be used to 
reduce experimental and research ex- 
pense. 

In determining consistency with a pre- 
war program, the peacetime years 1936 to 
1940 inclusive may be used as a base 
period, and the current expense for the 
contract period compared with such aver- 
age base-period expense for an equivalent 
period. Government business should bear 
its prorata share of the current expense 
which is not in excess of the expense for 
the comparable base period, but should not 
be charged with any of such expense which 
can be absorbed at the base-period average 
by non-government business. The deter- 
mination of “extent related to war pur- 
poses” and “extent reasonable under the 
circumstances” when the contractor has 
not had an established prewar program 
should be made in accordance with the 
particular circumstances of each case. 


“‘(e) Engineering and development and special 
tooling: Costs of engineering and development 
and of special tooling; provided that the contrac- 
tor protects any interests of the Government by 
transfer of title or by other means deemed appro- 
priate by the Government.” 

“The term ‘engineering the development ex- 
pense’ relates to the development of the design of 
the end product, the detailed engineering specifi- 
cations of the related tooling, production proc- 
esses, and layout and similar functions, the costs 


34% 
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of which customarily in commercial practice are 
written off in the same manner as the acquisition 
cost of the tooling.’’ (JTAM 84.) 


Engineering and development exyense 
should be allocated in accordance with the 
paragraph on Initial Costs. 


“The term ‘special tooling’ includes jigs, dies, 
fixtures, moulds, and other similar equipment ac- 
quired or produced by the war contractor spe- 
cially for the war contract or for the contract and 
other war contracts. The term does not relate to 
buildings, building equipment, and machine tools; 
nor to tools such as cutting tools and hand tools 
which usually lose their utility through wear and 
tear rather than through obsolescence.” (JTR 
471.1.) 

“(f) Loss on facilities—conditions on allow- 
ance: In the case of any special facility acquired 
by the contractor solely for the performance of the 
contract, or the contract and other war produc- 
tion contracts, if upon termination of the contract 
such facility is not reasonably capable of use in 
the other business of the contractor having regard 
to the then condition and location of such facility, 
an amount which bears the same proportion to the 
loss of useful value as the deliveries not made un- 
der the contract bear to the total of the deliveries 
which have been made and would have been made 
had the contract and the other contracts been 
completed, provided that no amount shall be al- 
lowed under this paragraph unless upon termina- 
tion of the contract title to the facility is trans- 
ferred to the Government, except where the Gov- 
ernment elects to take other appropriate means to 
protect its interests.’ 


0.C.S. Regulation 5 issued September 
30, 1944, eliminated the limitation in para- 
graph (f) that “the amount to be allowed 
under this paragraph shall not exceed the 
adjusted basis of the facility for Federal 
Income Tax purposes.” 

The term “‘special’’ refers to the use of 
the facility and not to its nature; a stand- 
ard machine may be “special” in use. 
Special facilities do not include special 
tools, but since the treatment of these 
items is similar and the distinction be- 
tween them in many cases is difficult to 
ascertain, they are being discussed to- 
gether. 

The “loss” is the loss of useful value 
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which was anticipated over the contracts 
for which the facility was acquired. The 
“Joss’’ would be (1) the original cost of the 
facility, if the contractor had not taken 
into consideration in his bid estimates any 
estimated residual value of the facility; or 
(2) the difference between the original cost 
and the residual value, if a residual value 
had been taken into consideration in 
setting the contract price. The disposal 
value of the facility at termination is 
deemed by the government to represent 
such residual value; when the government 
takes title, no residual value is recognized. 
To the extent that the facility is “reason- 
ably capable of use in the other business 
of the contractor having regard to the 
then condition and location of such fa- 
cility” at termination, only a partial loss 
is chargeable to the terminated contract. 

The proration of the loss to the termi- 
nated contract (in the inventory method, 
to the terminated portion of that contract) 
should be on the basis of units of product 
unless the products involved are too di- 
verse in nature; if such is the case, some 
other equitable basis (machine hours of 
production, etc.) should be used. 

For example: If a special facility which 
cost $20,000 were acquired for the per- 
formance of Contract A and the govern- 
ment took title to the facility upon ter- 
mination of the contract when it was 40 
per cent completed, the loss on facilities 
would be the original cost of ‘$20,000. 
Since only one contract is involved, the 
whole loss would be applicable to that con- 
tract. On the inventory basis, only 60 per 
cent of that loss, or $12,000, would apply 
to the terminated portion of the contract 
and would be allowable. If the government 
elected to allow the contractor to sell the 
facility or retain it at an agreed price and 
such proceeds or price amounted to $4,000, 
then the loss would be (a) $16,000 if a 
residual value had been taken into con- 
sideration in negotiating the price on the 
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contract; or (b) the original cost of $20,000 
if a residual value had not been considered. 
Thus on the inventory basis $9,600 (60% 
of the difference between $20,000 and 
$4,000, or $16,000) of the loss would be 
applicable to the termination settlement 
in the first case but only $8,000 (60% of 
$20,000, or $12,000, minus $4,000) in the 
second case. 

If depreciation and loss on facilities are 
claimed on the same facility, the amount 
of loss applicable to the termination settle- 
ment should be reduced by the deprecia- 
tion included in the settlement, since no 
more than the original cost can be re- 
covered, regardless of the method of re- 
covery. 


“(g) Special leases: (1) Rentals under leases 
clearly shown to have been made for the per- 
formance of the contract, or the contract and 
other war production contracts, covering the pe- 
riod necessary for complete performance of the 
contract and such further period as may have 
been reasonably necessary; (2) costs of reasonable 
alteration of such leased property made for the 
same purpose; and (3) costs of restoring the prem- 
ises, to the extent required by reasonable provi- 
sions of the lease; less (4) the residual value of the 
lease; provided that the contractor shall have 
made reasonable efforts to terminate, assign, or 
settle such leases or otherwise reduce the cost 
thereof.” 


Let us assume a building was needed for 
9 months for the performance of Contract 
A, but it was necessary to agree to a one- 
year lease in order to obtain it. The rental 
was $500 per month, the cost of altera- 
tions, $1,500, and the cost of restoration, 
$500. The contract was terminated when 
40 per cent completed. The contractor 
tried to mitigate the cost of the lease but 
was unable to do so. The charge to the 
termination settlement on the inventory 
basis would be $4,800 (60% of $8,000). 
There is a difference of opinion as to the 
proper computation if there is a residual 
value. If the building was sublet for the 
remaining period of the lease for $2,000, 


the charge may be either $3,600 (60% of 
the difference between $8,000 and $2,000, 
or $6,000) or $2,800 (60% of $8,000, or 
$4,800, minus $2,000). 


“(j) Interest: Interest on borrowings.” 


Interest on borrowings accruing during 
the contract period may be charged to the 
termination settlement to the extent that 
it is allocable thereto. Only interest on 
indebtedness is chargeable to the contract; 
imputed interest on capital is not recog. 
nized. If a particular obligation, such asa 
V-Loan, is clearly related solely to the 
terminated contract, interest on that obli- 
gation may be charged directly as a cost 
of the terminated contract. In all other 
cases, net interest (interest on indebted- 
ness minus interest earned) should be allo- 
cated through overhead. In formula settle- 
ments, the interest charge must be ex- 
cluded from the base on which the profit 
is computed. 


(i) Limitation on costs described in subpara- 
graphs (d), (e), (f), (g), and (h): In no event shall 
the aggregate of the amounts allowed under sub- 
paragraphs (d), (e), (f), (g) and (h) exceed the 
amount which would have been available from the 
contract price to cover these items, if the contract 
had been completed, after considering all other 
costs which would have been required to complete 
it.” 

The costs thus limited are (d) experi- 
mental and research expense, (e) engineer- 
ing and development expense, (e) special 
tooling, (f) loss on facilities, (g) special 
leases, and (h) advertising. Thus, if the 
contract price of Contract A were $120,000 
and the estimated total cost of the contract 
exclusive of these six costs were $80,000, 
the amount available from the contract 
price to cover these items would be 
$40,000. 

These six costs are not allowable to the 
extent that they would have aggregated 
more than $40,000 if the contract had been 
completed. Thus the limitation applies 
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only when the contract would have re- 
sulted in a loss if completed. In a settle- 
ment on the inventory basis, the amount 
available to cover these items should be 
reduced in proportion to the percentage of 
completion of the contract. Thus if Con- 
tract A were terminated when 40 per cent 
completed, the amount available would be 
tract A were terminated when 40% com- 
pleted, the amount available would be 
$24,000 (60% of $40,000). 


“3. Excluded costs.—Without affecting the 
generality of the foregoing provisions in other re- 
spects, amounts representing the following should 
not'be included as elements of cost: 

“(a) Losses on other contracts, or from sales or 
exchanges of capital assets; fees and other ex- 
penses in connection with reorganization or re- 
capitalization, anti-trust or federal income-tax 
litigation, or prosecution of federal’ income tax 
claims or other claims against the Government 
(except as provided in paragraph 1(k)); losses on 
investments; provisions for contingencies, and 
premiums on life insurance where the contractor 
is the beneficiary. 

“(b) The expense of conversion of the contrac- 
tor’s facilities to uses other than the performance 
of the contract. 

“(c) Expenses due to the negligence or wilful 
failure of the contractor to discontinue with rea- 
sonable promptness the incurring of expenses after 
the effective date of the termination notice. 

“(d) Costs incurred in respect to facilities, ma- 
terials or services purchased or work done in excess 
of the reasonable quantitative requirements of the 
entire contract.” 


0.C.S. Regulation 5, issued September 
30, 1944, eliminated 3(e) of the Statement 
of Principles, which provided that costs 
charged off in a period covered by a pre- 
vious renegotiation could not be included 
in a termination settlement to the extent 
that such charging off reduced or avoided 
a refund. The amended wording quoted 
above is almost identical with that used 
in Sec. 6(d) of the Act regarding these 
costs. 

No comment is necessary on these items 
except for (b) which covers reconversion 
costs. If in removing a special facility 
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acquired for Contract A it were necessary 
to cut a hole in the wall of the building, 
the cost of removing the facility, including 
the expense incurred in demolishing and 
rebuilding the wall, would be allowable in 
termination; but any cost incident to fill- 
ing in a hole in the floor left by the re- 
moval of the machine would be excluded 
as a reconversion cost. 

Paragraph (d) of the Article also pro- 
vides for an over-all contract price limita- 
tion: 

“‘The total sum to be paid to the contractor un- 
der subdivisions (1) and (2) of this paragraph (d) 
shall not exceed the total contract price reduced 
by the amount of payments otherwise made and 
by the contract price of work not terminated.” 


This limitation is imposed in similar 
wording in Sec. 6(d) of the Act. Settlement 
expenses are not subject to this limitation. 

For example: If the contract price of 
Contract A were $120,000 and the contract 
were completely terminated after delivery 
had been made and payment received for 
40 per cent of the contract quantity, the 
maximum settlement allowable exclusive 
of settlement expenses would be $72,000. 
Thus, even if the costs of the terminated 
portion of Contract A were $80,000, only 
$72,000 would be payable in a termination 
settlement. This limitation applies to the 
gross settlement before disposal credits; 
if disposal credits from the termination in- 
ventory were $20,000, the maximum 
amount payable by the Government would 
be $52,000 ($72,000 minus $20,000). 

Other limitations on costs in a formula 
or determined settlement which have been 
covered elsewhere are: the limitation of 
being “‘reasonable” ; specific limitations on 
individual costs in paragraphs (d), (f), (g) 
and (h), and the limitation of paragraph 
(i), all in the Statement of Principles; and 
the exclusion of the cost of property which 
is undeliverable because of destruction or 


None of the above limitations is specifi- 
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cally applicable to settlements by agree- 
ment except the over-all limit on settle- 
ment which may not be exceeded in a 
settlement by agreement without the ap- 
proval of the Readjustment Division, 
ASF, or the Industrial Readjustment 
Branch, OPM (JTR 743.7). However, they 
are usually taken into consideration in a 
settlement by agreement as JTR 532.2(1) 
provides that “‘Cost of the types allowed 
by these principles should be considered 
in a negotiated settlement based on costs. 
Conversely, such a settlement should not 
be made a means for reimbursing expendi- 
tures of the types excluded by these 
principles,” and O.C.S. Regulation No. 7 
provides for fair standards of compensa- 
tion and uses similar language. 

“‘(k) Settlement expenses: Reasonable account- 
ing, legal, clerical and other expenses necessary in 
connection with the termination and settlement of 
the contract and subcontracts and purchase or- 
ders thereunder, including expenses incurred for 
the purpose of obtaining payment from the Gov- 
ernment only to the extent reasonably necessary 
for the preparation and presentation of settlement 
proposals and cost evidence in connection there- 
with.” 

“(1) Protection and disposition of property: 
Storage, transportation and other costs incurred 
for the protection of property acquired or pro- 
duced for the contract or in connection with the 
disposition of such property.” 

Paragraph (d)(3) of the Article and 
Sec. 6(d)(3) and (4) of the Act provide for 
the allowance of these expenses in deter- 
mined (formula) settlements in similar 
language. In addition the Act provides in 
Sec. 6(d)(6) and Sec. 6(f) for the allowance 
of interest on the unpaid balance of the 
termination claim. Only such expenses 
may be included as are clearly demon- 
strated to be incident to the termination 
functions; no percentage allocation to the 
claim for post-termination expenses based 
on over-all administrative expense and 
estimated material-handling costs will be 
allowed. Separate accounts should be 
maintained to record the cost of the termi- 


nation function as a whole even if not 
maintained for each terminated contract 
separately. Such costs may then be allo- 
cated to each termination settlement on 
some reasonable basis. No litigation ex. 
penses in connection with the claim (as 
contrasted with reasonable expenses inci- 
dent to the settlement of the contract) or 
reconversion costs, cost of idle equipment, 
facilities, or personnel are allowable. Post- 
termination expenses are not limited so 
long as they are reasonable, but are ex- 
cluded in a formula settlement from the 
base on which profit is computed. 

The responsibility for the settlement of 
termination claims of subcontractors rests 
on the prime contractor. The policy of the 
government as expressed in the Act, 
O.C.S. Regulation 6, and the J.T.R. is to 
recognize the same principles and policies 
in the settlement of subcontractors’ claims 
as are applicable to the settlement of prime 
contractors’ claims, after giving effect to 
any reasonable terms of a specific sub- 
contract article. 

The basic objective of the Article and 
the Act is to provide war contractors with 
fair compensation for their termination 
claims as expeditiously as possible in order 
to facilitate maximum war production 
during the war and to expedite reconver- 
sion from war production to civilian pro- 
duction when conditions permit. All the 
regulations thereunder and the policies of 
the contracting agencies, as well as the 
efforts of their personnel, are directed to 
this end. As a part of their official duties, 
officers and employees engaged in termi- 
nation activities will advise and assist war 
contractors in preparing and presenting 
termination claims, in obtaining interim 
financing, and in related matters; and with 
the codperation of the contractor in the 
prompt disposition of termination inven- 
tory and in the filing of accurate settle- 
ment proposals, the objective will be 
consummated. 
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. THE ROLE OF THE PUBLIC ACCOUNT- 


ANT IN CONTRACT TERMINATION 
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tracts involves many problems other 

than accounting, such as the physi- 
cal handling and disposal of inventories 
and equipment. However, there can be no 
lack of emphasis on the accounting phases 
of such settlements. The Contract Settle- 
ment Act of 1944 has as its purpose the 
standardization and, so far as possible, the 
simplification of procedures in arriving at 
such settlements. Although the Act pro- 
vides for settlement by agreement or ne- 
gotiation, a careful reading will indicate 
that accounting is generally considered 
essential to such settlements. The basis of 
a settlement by agreement is the con- 
tractor’s proposal for settlement, which 
must be prepared and submitted to the 
proper governmental agency. It should 
be apparent that such proposal must be 
based upon a reasonable accounting foun- 
dation in order to negotiate a settlement 
on any basis other than a purely arbitrary 
one. 

Provisions of the Contract Settlement 
Act of 1944, imposing severe penalties in 
case of fraud or misrepresentation in the 
settlement proposal, make reliable ac- 
counting data equally important for the 
contractor’s own protection. 

Obviously, the independent public ac- 
countant has an important role in any 
situation in which reliable accounting data 
are essential. His functions in connection 
with termination claims may generally be 
classified in three categories: 

(1) He may advise his client as to 
policies and procedures to be fol- 
lowed in the preparation of the 
claim. 

(2) He may assist the client in the 


HE settlement of terminated con- * physical preparation of the claim. 


(3) He may audit the costs to be in- 
cluded in the claim and render an 
audit report for the use of the con- 
tracting officer in reviewing the 
reasonableness of the charges in- 
cluded in the claim. 

In arriving at the amount of the settle- 
ment, the contracting officer must have 
some basis for determining that the data 
subject to negotiation are reasonable. 
Each contracting agency must provide 
—and follow—methods and procedures 
which adequately protect the interests of 
the government. Consequently, it is the 
responsibility of each agency to determine 
when, and to what extent, audits of the 
accounting data submitted for negotiation 
will be required. The War Department 
has provided a termination accounting 
manual which prescribes audit procedures 
that are flexible and are designed as a 
broad check of the substantial accuracy 
of the charges rather than a detailed check 
of each item. Such procedures are ade- 
quate, if intelligently applied, to insure 
that the costs are not materially over- 
stated. 

In most cases in which audits are re- 
quired they are performed by government 
auditors; however, in certain instances, 
because of lack of sufficient qualified per- 
sonnel, the various Services muy request 
the contractor to obtain an audit of the 
claim by independent public accountants. 
In fact, because of their familiarity with 
the records of a particular contractor, in- 
dependent public accountants may be in 
a position to audit such statements more 
expeditiously than government auditors. 

As contract terminations increase in 
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volume, it seems probable that inde- 
pendent public accountants will be called 
upon more frequently to assist the govern- 
ment agencies by auditing termination 
claims. Contractors may of their own 
volition engage independent public ac- 
countants to audit the settlement pro- 
posal as a means of expediting the settle- 
ment, as well as of protecting themselves 
against important errors in presentation. 

When independent public accountants 
are called upon to audit settlement pro- 
posals, it is important that they have a 
clear understanding of the proper ap- 
proach to the audit and the report require- 
ments in connection therewith. A detailed 
audit should not be necessary; the audit 
program should be devised after giving 
due consideration to the internal control 
exercised by the contractor as well as to 
the size and complexity of the claim. It is 
extremely important, if settlements are to 
be made expeditiously, that the auditor 
have a practical approach to the audit. 
Emphasis should be placed on basic ac- 
counting policies, such as proper allocation 
of costs to the contract, and time and 
effort should not be expended in investigat- 
ing items which can have no direct bearing 
on the final settlement. Tests made should 
be the minimum consistent with arriving 
at a conclusion as to the general reason- 
ableness of the various items in the claim. 
On the other hand, the independent ac- 
countant should keep in mind that the 
chief purpose of his audit is to assist the 
government agencies in arriving at a fair 
settlement, and that the government ac- 
counting personnel must be satisfied as to 
the adequacy of the examination made by 
him. It is generally desirable to discuss the 
program of audit with the government 
accounting personnel before proceeding to 
any great extent with the audit. 

Audits of terminated contract claims re- 
quire a high degree of auditing skill and 
should not be entrusted to inexperienced 


accountants. Use of inexperienced ag. 
countants will not only increase the cogt 
of such audits, but will delay final settle 
ment at a time when it is extremely im. 
portant to the welfare of the nation that 
settlements be made as quickly as possible, 
Although audit procedures for verifying 
individual items of a claim are very similar 
to those required in verifying such items 
in audits of the general accounts, thé in 
dependent public accountant in auditing 
termination claims is faced with many un 
usual problems which are not found in the 
usual corporate audit. Many items will be 
susceptible of definite verification; other 
items cannot be definitely verified, but if 
the audit is to be of any value, the auditor 
should not be content merely to state that 
he was unable to verify the item. For 
instance, an item may consist of certain 
charges which can be definitely verified as 
being proper expenditures and applicable 
to the particular contract, and may also 
include other charges for which purchase 
invoices are not available or as to which 
it is impossible to determine that they are 
relevant to the contract. In such cases, to 
be of value to the contracting officer, the 
auditor’s report should clearly state that 
the item consists of charges, aggregating 
a specified amount, which were definitely 
verified, and other charges of a certain 
aggregate amount as to which proper 
supporting evidence was not available. The 
contracting officer can then exercise his 
judgment as to the extent of the admissi- 
bility of the latter charges. 

As another instance, a contractor had 
purchased a machine and spent a consider: 
able amount of money in rehabilitating it 
several years prior to receiving a war Con- 
tract. Upon receiving the war contract, 
the contractor expended an additional 
amount of money in converting the ma- 
chine for use on the contract. In his claim 
he included the entire amount spent on the 
machine prior to conversion to the wat 


contract use, as well as the cost of convert- 
ing it to that use. A review of the item 
suggested that the contractor should be 
entitled only to ordinary depreciation com- 
puted on the cost of the machine prior to 
conversion to war contract use plus, per- 
haps, the cost of converting the machine 
for use under the contract, assuming, of 
course, that the machine in that condition 
was not usable for other purposes. How- 
ever, in this instance the contractor 
daimed that he was entitled to the full 
cost of the machine, both before and after 
conversion to the contract use, since the 
machine could not be reconverted to its 
original use. The contractor’s contention 
was essentially one which required verifi- 
cation by an engineer and not one on which 
an independent public accountant could 
express an opinion. However, the inde- 
pendent accountant’s report should dis- 
close all the facts so that a contracting 
officer can determine whether the items 
daimed are allowable with, perhaps, the 
assistance of an engineer’s report. 

Settlements of contract claims are gen- 
erally to be based on cost plus a profit 
allowance. Except for the limitations in 
case costs have been charged off in pre- 
vious years in which the company was 
required to make refunds on renegotiation 
of profits, any costs properly allocable to 
the claim should be allowable items in the 
claim even though written off as expenses 
in prior years on the contractor’s books. 
However, when such costs allocable to the 
claim are reconstructed, the evidence of 
their propriety and applicability to the 
claim should be clear and definite. If such 
evidence is not definite, it seems only logi- 
cal that the judgment of the contractor’s 
officers in originally writing off such costs 
in previous years must be the deciding 
factor. 

In my experience, there have been very 
few claims in regard to which the account- 
ant could express an over-all opinion as to 
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the propriety of the cost elements of the 
claim which would not be nullified by 
many qualifications; obviously, it would 
be inappropriate for the independent ac- 
countant to express an opinion as to the 
profit element. A claim of any complexity 
will almost certainly include doubtful 
items and items based upon accounting 
principles and practices as to which there 
is a choice in generally recognized usage. 
Such items should be matters for negotia- 
tion between the procurement agency and 
the contractor; at least, the procurement 
agency should have the opportunity of re- 
viewing their acceptability. The contractor 
should have the opportunity of including 
items of a doubtful nature and, in my 
opinion, provided the items are not defi- 
nitely contrary to recognized accounting 
practice, the independent accountant per- 
forms his function if he directs attention 
to them. 

In one case a contractor’s claim included 
depreciation on fully depreciated equip- 
ment, which was in accordance with the 
company’s ordinary method of computing 
factory costs, although such depreciation 
was not included in expenses on the general 
books. In that case the independent ac- 
countant’s report disclosed the fact that 
depreciation on fully depreciated equip- 
ment had been included in the costs allo- 
cated to the contract, and set forth the 
approximate amourt of such depreciation 
included therein. Items of such nature 
should be disclosed in an accountant’s 
report even though the accountant is con- 
vinced that the procedures are proper. 

In the case cited, after the audit report 
had been rendered and a question had been 
raised by the government accounting per- 
sonnel as to the admissibility of such de- 
preciation, the accountant supported the 
client’s argument that depreciation on 
fully depreciated equipment should be 
allowed. After considerable discussion, the 
item was allowed on the theory that, since 
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contracts are to be settled on the basis of 
cost, it was proper to include depreciation 
on fully depreciated equipment; to omit it 
would understate actual costs because of 
excess provision for depreciation in pre- 
vious years. 

The purpose of audit reports in termi- 
nation claims differs from that of audit 
reports issued in published corporate finan- 
cial statements. In the latter case, the ob- 
jective of the report is to give the reader 
a brief and definite over-all opinion as to 
the reasonableness of the financial state- 
ments, since the reader generally is not in 
a position to make the re-examination 
necessary to form his own opinion. Gov- 
ernmental agencies, on the other hand, are 
in a position to re-examine accounting 
data, and normally have followed the 
procedure of forming an independent 
judgment rather than accepting a brief 
expression of opinion by independent ac- 
countants. Consequently, in termination 
claims the accountant’s report should be 
written in such manner as to permit the 
government accounting personnel to make 
a desk audit of the claim by reviewing the 
comments in the accountant’s report, 
without the necessity of performing addi- 
tional auditing by reference to the con- 
tractor’s records. 

In most cases it seems desirable that the 
accountant’s report discuss each of the 
items in the claim separately, setting forth 
the basis on which the contractor deter- 
mined the amount, the auditing procedures 
applied by the accountant, his opinion as 
to the reliability of the figures and reason- 
ableness of allocations, and any exceptions 
or doubtful items which in his opinion 
would affect the reasonableness or pro- 
priety of the element of the claim. 

The record of independent public ac- 
countants’ reports in the early stages of 
contract termination was generally some- 
what unsatisfactory, principally because of 
a lack of understanding of the purpose of 


the report and of the procedures of the pro. 
curement agencies. However, independent 
public accountants have steadily improved 
the record as they acquired an undep 
standing of government procedures, ang 
many good reports have been rendered, In 
those instances in which adequate audits 
have been made and proper reports haye 
been rendered, the government agencies 
have generally limited their examination 
to the auditor’s report. On the other hand, 
government accounting personnel must 
realize that it is the goal of the accounting 
profession to pursue a practical approach 
to audits of termination claims, and that, 
consequently, there is always the possi- 
bility that further small discrepancies may 
appear, since the accountant generally will 
devote his attention to material items, 
An independent public accountant may 
render valuable service also by assisting 
in the preparation of the claim, or by ad- 
vising as to policies and procedures to 
be followed. An independent accountant 
should be well qualified by experience to 
advise his clients as to whether various 
facts are of such materiality as to require 
disclosure in the settlement proposal. En- 
tirely apart from the penalties involved in 
filing fraudulent claims or concealing ma 
terial facts, the public accountant will 
render his client a distinct service by 
counseling against considering the settle 
ment by agreement as purely a “horse 
trade” proposition. The contractor who 
submits a high settlement proposal, not 
supportable by proper accounting data, in 
the hope of settling at an amount less than 
the proposal but higher than a fair and 
reasonable amount will be disappointed 
and will encounter seemingly interminable 
delays because of the extensive audits re 
quired for such claims, many conferences, 
and numerous revisions in the proposals 
prior to reaching a settlement agreement. 
Contractors who have submitted proposals 
which were reasonable, which were sup- 
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by and based on reliable accounting 
records, and in which all items not clearly 
r or allowable were adequately dis- 
closed have experienced little difficulty in 
arriving at a reasonably prompt settle- 
ment. 

It is important that the charges against 
aterminated contract should not be over- 
stated. It is equally important that such 
charges should not be understated, and 
yet, unless considerable diligence is used, 
it is extremely easy to overlook certain 
costs applicable to the contract and prop- 
stly includible in the claim. Frequently, 
in settling a claim, procurement agencies 
will disallow certain items of a doubtful 
nature even though it is perfectly obvious 
that the contractor has neglected to in- 
clude other items of equal or greater 
amount which are definitely allowable. 
Whether or not one regards such treat- 
ment as fair, the fact remains that the pro- 
curement agencies generally cannot recog- 
nize items of cost not mentioned in the 
claim even though properly chargeable or 
allocable to the contract. 

Items of cost most frequently over- 
looked in the claim are those which are 
allocable to various continuing contracts 
as well as to the terminated contract, such 
as the loss of useful value of special ma- 
chines and equipment. These costs may 
be overlooked, or may be deliberately 
omitted on the theory that they will be 
recovered on the remaining contracts. 
With the increased frequency of termina- 
tions, it is almost folly for a contractor to 
follow such reasoning; after the first ter- 
mination has been settled, the remaining 
contracts may be terminated and the pro- 
curement agency may insist, with pro- 
priety, on allocating a portion of the com- 
mon charges to the settled contract. 
Attention on the part. of the contractor 
and his public accountant to the possi- 
bility of such omissions may well be the 
key to adequate working capital in the 
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peacetime reconversion period. 

Constructive service will be rendered if 
independent public accountants advise 
their clients of the importance of planning 
for preparation of termination claims in 
advance of actual terminations, and rec- 
ommend that they take a physical inven- 
tory as soon as possible after termination. 
Disposition of inventories has been one of 
the most perplexing termination problems; 
an early physical inventory will make 
availabie more reliable information as to 
inventory disposition and will facilitate 
the settlement. 

In the interest of prompt settlements, 
the procurement agencies frequently rely 
on “‘office’’ or ‘‘desk”’ reviews of the settle- 
ment proposal, instead of requiring an 
audit of the contractor’s books. “Office” 
or “desk” reviews may be made if the 
claim has previously been audited, and an 
adequate report has been rendered by in- 
dependent public accountants, or if the 
supporting information submitted by the 
contractor, considering the amount and 
complexity of the claim, is such as to in- 
spire confidence in the contractor’s repre- 
sentations, and to indicate the possibility 
of reaching an informed opinion as to the 
reasonableness of the proposal. The inde- 
pendent accountant is well qualified to 
advise his client as to the information and 
schedules which should be submitted with 
the proposals in order to encourage and 
facilitate an office review. The client 
should be advised to submit such informa- 
tion as the accountant himself would want, 
if he were to make the review: such as 
methods of determining material and labor 
costs, schedules of, and method of allocat- 
ing, factory overhead and general ad- 
ministrative expense, etc. A proposal prop- 
erly prepared, with adequate supporting 
data, may eliminate the necessity of a field 
audit by the procurement agency, and 
thus result in prompt settlement with little 
inconvenience to the contractor. It should 
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be remembered, however, that a contractor 
who submits a very large or complex claim 
cannot expect the procurement agency or 
the prime contractor to rely on an office 
review unless the claim has been audited 
and a report rendered by independent 
public accountants to the satisfaction of 
the reviewing agency. 

Independent public accountants are 
ready, willing, and able to accept the re- 
sponsibility offered to them in connection 
with terminated war contracts. When they 
accept that responsibility, they will, I 
hope, realize that there are certain in- 


herent differences between such assign. 
ments and audits of the general accounts, 
but that the same high degree of inde 
pendence is required if audits of terming. 
tion claims are to be of value. If the public 
accountant is to perform a lasting service 
to his country and to industry, as well as 
to the profession, his participation in the 
settlement of termination claims will not 
only facilitate prompt settlement, but will 
also result in narrowing any range of 
differences between the contractor’s pro- 
posal and that which procurement agencies 
can consider reasonable. 


THE ROLE OF THE GOVERNMENT AC. 
COUNTANT IN CONTRACT 
TERMINATION 


Lr. Cot. FLADGER F. TANNERY 


that as Chief of the Contract Audit 
Branch, Budget and Fiscal Office, Hq. 
Army Air Forces, I can speak only gener- 
ally regarding the function of govern- 
ment accountants in contract termina- 
tions. These functions differ somewhat 
among the War Department, the Navy 
Department, the Maritime Commission, 
and other agencies engaged in procurement 
of war materials. The accountant’s func- 
tion also varies to some extent within the 
War Department, primarily because of the 
differing organizational structures of the 
Technical Services and the Army Air 
Forces. The following comments relate for 
the most part to the procedures followed 
in the Army Air Forces but, with minor 
differences, these remarks also apply gen- 
erally to procedures followed by the Tech- 
nical Services of the War Department. 
I have limited the following remarks to 
terminated fixed-price supply contracts. 
These comments are generally applicable 


| SHOULD like first of all to emphasize 


to fixed-price subcontracts as well, but I 
have not attempted to cover the compli- 
cated field of terminated cost-plus-a-fixed- 
fee contracts. 

The authority to terminate contracts for 
the convenience of the government is 
based upon the general authority and 
power of the War Department to make 
contracts and to amend them in the im 
terest of the government. This right is 
ordinarily reserved in the original contract 
through the inclusion of a uniform termi 
nation article. However, in the absence of 
such an article, a contract may be termi- 
nated for the benefit of the Government 
by supplemental agreement. In the un 
usual case in which such procedure is not 
possible, a stop-performance order may be 
issued and the contractor may present his 
claim for damages, if any, to the General 
Accounting Office or to the courts for 
settlement. 

After termination, the contractor either 
enters into a “no-cost” settlement or files 
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asettlement proposal which sets forth the 
costs incurred applicable to the terminated 
portion of the contract. When the settle- 
ment proposal has been filed, the pre- 
gribed accounting reviews and arrange- 
ments for disposition of property must be 
made and the proposal is then ready for 
negotiation. The Uniform Termination 
Article in use in Army procurement fixed- 
price supply contracts provides for either 
anegotiated settlement or a settlement by 
formula, if agreement cannot be reached 
regarding a negotiated basis. Settlement 
by formula is cumbersome and time-con- 
suming and such settlements have thus far 
been few. 

War Department regulations provide 
that in each case the contractor’s settle- 
ment proposal will be reviewed by quali- 
fied accounting personnel. Such review 
may vary in individual cases from the 
minimum of an office review to a fairly 
comprehensive field audit. At the conclu- 
sion of the accounting review, a report 
advisory in nature is submitted to the 
contracting officer for assistance in ne- 
gotiating a settlement with the contractor. 
The accountant’s principal function is 
thus that of a ‘“‘fact-finder” and inde- 
pendent adviser on technical accounting 
matters. His report in no way binds the 
contracting officer in the exercise of sound 
bus‘ness judgment in effecting a final 
settlement agreement. 

Government accounting personnel begin 
to function early in the process of contract 
termination. The first step is the initial 
conference, held on or about the date of 
termination, among representatives of the 
contractor, the contracting officer, and 
accounting personnel. At this conference 
the contractor is advised of the accounting 
requirements involved in termination pro- 


5 cedures, and whenever possible, an agree- 


ment is reached as to the general basis for 
the preparation of the contractor’s settle- 
ment proposal. If no general basis can im- 
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mediately be agreed upon, as is frequently 
the case, the government accountant ex- 
plains the advantages and disadvantages 
of the available methods of preparing the 
proposal and the types of supporting in- 
formation required. 

The initial conference is also utilized by 
the government accountant to obtain data 
which will aid in the subsequent examina- 
tion of the settlement proposal, such as. 
information regarding the contractor’s 
cost system, methods of internal control, 
methods of prorativiuu, cost estimates, bills 
of materials, and related purchasing pro- 
cedures, status of renegotiations, cost and 
financial information previously furnished 
the government, and current financial 
statements. Such data are invaluable in 
the event that the settlement proposal re- 
quires no more than an office review, and 
save valuable time in planning a program 
if a field audit is required. 

When the contractor files the settlement 
proposal with the procuring agency, a pre- 
liminary review is usually made of the pro- 
posal to determine the nature and extent 
of the accounting examination necessary 
to protect the interests of the government. 
It is, strictly speaking, the contracting 
officer’s responsibility to determine the 
type of accounting review to be made, but, 
in practice, such determination ordinarily 
takes the form of a conference between the 
contracting officer or his authorized repre- 
sentative and government accounting per- 
sonnel. The decision reached at ‘this con- 
ference is, of course, only tentative and 
this is particularly true if an office review 
has been decided upon. It may become 
evident, during the course of the office 
review, that the scope of the accounting 
review must be extended to at least a 
limited field examination. 

I have already stated that the type of 
accounting review to be performed may 
vary from a relatively limited office review 
in one case to a field audit in another in- 
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stance. However, not all cases fit precisely 
into this pattern. There are many cases in 
which an office review does not offer ade; 
quate protection to the government, and 
yet the size and complexity of the pro- 
posal may not merit a field audit. In such 
cases, a limited field examination involving 
the verification of only certain items of 
cost in the proposal may be sufficient to 
protect the interests of the government. 

Office reviews are performed by ac- 
counting personnel in order to appraise the 
adequacy of the supporting information 
submitted by the contractor with the 
settlement proposal, and to recommend to 
the contracting officer the extent to which 
reliance can be placed thereon as a basis 
for negotiating a settlement. The pro- 
cedure employed may be much broader in 
scope than the term implies. For example, 
the accountant might secure direct con- 
firmation of units shipped and of govern- 
ment financing, and might telephone to 
the controller of the contractor in regard 
to matters of accounting practice. Like- 
wise, from other government personnel he 
might secure confirmation of inventory 
values of standard items. The basic as- 
sumption involved throughout an office 
review is that reliance can be placed on the 
contractor’s presentation. Representatives 
of the contractor must certify that the 
charges are fair, reasonable, and allocable 
to the terminated portion of the contract 
and that the proposal may be used as a 
basis for settlement on behalf of the 
government. 

The limited field examination represents 
an extension of the scope of the office re- 
view. For example, if labor charges are 
significant in amount and are clearly over- 
stated, careful consideration is given to 
the possibility of securing additional in- 
formation from the contractor. If it ap- 
pears that the contractor would have diffi- 
culty in compiling and forwarding the 


additional information, the auditor wij 
ordinarily recommend that this part of the 
settlement proposal be subjected to field 
examination. 

The decision to make a field audit of the 
settlement proposal depends on such fag. 
tors as the dollar amounts involved, the 
complexity of the proposal, and previous 
audit experience with the contractor. Ifa 
field audit appears to be necessary, the 
government accountant will utilize to the 
greatest extent practicable the reports pre. 
viously submitted by the contractor to 
government agencies, relevant reports pre- 
pared by independent public accountants, 
and reports of previous audits or reviews 
of the particular contractor by the pro- 
curing agency involved. Such reports, par- 
ticularly those of public accountants, may 
reflect accounting policies, methods of 
burden proration, and evidence of the re 
liability of the contractor’s system of in 
ternal control of importance in relation to 
the audit in progress. 

So far as the mechanics of the field audit 
are concerned, detailed checking is reduced 
to a bare minimum, and selective auditing 
techniques are applied to the greatest ex- 
tent possible consistent with the con 
tractor’s system of internal control. Special 
emphasis is placed upon the distribution 
of costs between the terminated contract 
and other work of the contractor, and 
special attention is given to items which 
are large in amount, unusual in nature, or, 
for other reasons, appear particularly to 
concern the government’s interest. 

In all accounting reviews, whether field 
audit or office review, the government ac- 
countant follows the “Statement of Prin- 
ciples for the Determination of Costs,” 
approved December 31, 1943, by the Joint 
Contract Termination Board. These prin- 
ciples are based upon the recognition of 
only those costs which are sanctioned by 
recognized commercial accounting prac 
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tice, are properly allocable to the contract, 
and are reasonable in relation to the 
terminated portion of the contract. 

After the government accountant has 
submitted his report to the agency re- 
sponsible for the contract termination, the 
contracting officer arranges a conference 
with the contractor for the purpose of 
negotiating a basis upon which a settle- 
ment may be made. Accounting personnel 
are ordinarily present in such conferences. 
At this conference, the government ac- 
countant serves as a technical adviser to 
the contracting officer. He does not become 
a party to the terms of the negotiated 
settlement but furnishes such accounting 
assistance and advice as the contracting 
officer may require. As a practical matter, 
much of the negotiation depends upon 
accounting principles and analyses, and 
generally the participation of accounting 
personnel in such conferences is a difficult 
assignment which requires thoroughly 
qualified personnel. 

Although it is still in an experimental 
stage, mention should be made of one 
recent development, the company-wide 
settlement plan (sometimes referred to as 
the “Field Accounting Representative” 
plan) which is now being tested on a 
limited scale. This plan was devised for 
contractors with large numbers of prime 
and subcontracts, perhaps with several of 
the arms and services, many of which have 
been terminated. The plan contemplates 
that government accounting personnel will 
be assigned by the service with the largest 
interest at stake to make the required ac- 
counting reviews. The principal advantage 
of this plan is that the accounting work is 
performed by personnel of only one service 
with more uniform results and with con- 
siderable saving of time for all parties 
concerned. 
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The government accountant has two 
primary responsibilities in connection with 
the termination of war contracts. He must 
satisfy himself as to the validity of the 
data submitted by the contractor, but at 
the same time he must recognize that a 
prompt settlement is to the best interests 
of both the government and the con- 
tractor. The proper approach to an ac- 
counting review of a termination settle- 
ment proposal requires a broad and 
flexible accounting viewpoint. In par- 
ticular, accounting examinations of ter- 
mination claims do not require the precise 
determinations common in conventional 
accounting practices and procedures in 
which certification of accounting state- 
ments is required. 

It is not the function of the government 
accountant to ferret out the last penny to 
which he might take exception and thereby 
arrive at an exact dollars-and-cents settle- 
ment figure. The accountant must adopt 
the point of view of determining whether 
the proposed settlement is fair, reasonable, 
and equitable from the standpoint of the 
government. He must accept the con- 
tractor’s system and methods to the ex- 
tent that they are consistent with sound 
commercial accounting practices and to 
the extent that they produce fair, reason- 
able, and equitable results. 

The function of the government ac- 
countant in contract termination is pri- 
marily to express an informed accounting 
opinion regarding the reasonableness of the 
contractor’s costs. He must use his ac- 
counting knowledge as a tool for deter- 
mining, analyzing, and presenting to the 
contracting officer facts to be used in ne- 
gotiating a settlement which will provide 
fair compensation for the war contractor 
and at the same time protect the interests 
of the government. 
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THE CONTRACTOR’S ORGANIZATION 
FOR TERMINATIONS 


W. REETz 


to me very much as the pre-invasion 

months must have seemed to some 
of the officers and men charged with the 
responsibility of preparing for the Allied 
invasion of France. The constant planning 
and the uncertainty of the exact date when 
we would be called upon to test our plans 
have created a feeling of tension quite un- 
like anything I have ever experienced be- 
fore. In great measure, our success in 
handling contract terminations will de- 
pend upon how well we have laid our plans 
and what we have learned from the little 
experience afforded us so far. 

From the observations that most of us 
have made, it must appear inevitable that 
the capitulation of Germany will result in 
drastic cutbacks and cancellations. It will 
do little good for us to yell and howl that 
our contracts should not have been can- 
celed. We entered into these contracts. 
They specifically provided for termination 
at the convenience of the government— 
not at our convenience. Therefore, it is 
necessary that we use our best judgment 
in preparing for the day when the goods 
we are furnishing the armed services are 
no longer required and that we provide 
adequate means for the swift and orderly 
settlement of termination claims. Congress 
has provided business and the services 
with the necessary legal means by which 
this may be accomplished—the Contract 
Settlement Act of 1944. True, the wording 
of the Act is broad, but it is hoped that the 
regulations to be prescribed by the Di- 
rector of Contract Settlements will permit 
carrying out its declared purposes equi- 
tably. 

Just as it is necessary in order for any 


T= past several months have seemed 


business enterprise to be successful, so it 
is essential in the termination organization 
of the contractor that responsibility, au. 
thority, and accountability be specifically 
established for the settlement of termi- 
nated contracts. What I have to say in this 
connection has been largely drawn from 
my experience as part of my company’s 
contract-termination organization. 

The chart presented herewith portrays 
the organizational setup almost exactly as 
it has been established at Stewart-Warner, 
You will note that the responsibility for 
the determination of policy is vested ina 
Contract Termination Committee, under 
the chairmanship of a vice-president of the 
company. Responsibility for carrying out 
these policies in the preparation, negotia- 
tion, and settlement of claims and the dis- 
posal of termination inventories is vested 
in the controller of the corporation. He 
has delegated his authority to a Contract 
Termination Chief. 

Stewart-Warner operates six manu- 
facturing plants and each is pretty much 
independent of the others; that is, local 
management is charged with the success- 
ful operation of each plant. A separate set 
of books is maintained for each plant and 
the local chief accounting officer has been 
placed in charge of terminations affecting 
that plant. He is chairman of the local 
Contract Termination Coérdinating Com- 
mittee. He is responsible, in so far as con- 
tract terminations are concerned, to the 
Contract Termination Chief. The main 
plant, which produces approximately 980 
per cent of the more than one hundred 
million dollars of war goods delivered by 
the corporation each year is generally 
looked to by the smaller plants for fune- 
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The Contractor’s Organization for Terminations 


WAR PRODUCTS CORPORATION 
ORGANIZATION CHART 


CONTRACT TERMINATIONS 


Members representing 


CONTRACT TERMINATION 
ones, Vice pres rman 


manufacturing, production control, pur= 
chasing, treasury, sales divisions, and 
chatrmen of plant-coordinati 


necounting, legal, 


committees 


CONTRACT TERMINATION CHIEF | 


[ 


CLAIM FROGRRSING 


COORDINATING 


COMMITTEES 


DIVISION B 
Chief Accounting Officer 
rman 


DIVISION C 
Chief Accounting Officer 
Chai 


DIVISION D 
Chief Accounting Officer 
Tman Chairman 


tional guidance. The Contract Termina- 
tion Chief has his own organization for 
handling contract terminations at the 
main plant and, in addition, exercises func- 
tional control over the termination opera- 
tions at the other plants. The organization 
and operation of the Contract Termination 
Department at the main plant serve as a 
model for the other plants. Each organizes 
along the same lines within the limits dic- 
tated by their relative size and the com- 
plexity of their termination problem. 

For purposes of this discussion, the 
organization of the termination depart- 
ment at the main plant may well serve as 
a basis. In general, what we have tried to 
do is to place the responsibility for the 
various phases or steps in the termination 
and settlement of a contract with the 
people who would ordinarily handle those 
phases in peacetime. At the same time we 
tecognized that we should not unduly 
burden these persons, for they would be 
heavily engaged in reconversion and in the 
teéstablishment of the position in industry 
enjoyed by the company before the war. 


Therefore the Contract Termination De- 
partment has taken over as much of the 
actual work involved as was possible with- 
out relieving the respective departments 
of their regular responsibilities for control 
of production, purchasing, cost account- 
ing, warehousing, and so forth. 

In the event that a contract is termi- 
nated, it remains the responsibility of the 
Production Control Department to dis- 
continue or reschedule production, notify 
suppliers, gather up and move to ware- 
houses resulting surplus inventories, and 
furnish lists of these materials to the Con- 
tract Termination Department. However, 
the inventory, after being costed by the 
Factory Accounting Department, is en- 
tered on the forms prescribed by the 
government and a full description of the 
materials is obtained by the Contract 
Termination Department. If the termina- 
tion involves a prime contract, negotia- 
tions are usually carried on by the Con- 
tract Termination Chief and he has au- 
thority to arrive at final settlements with 
the government. If the company is a sub- 
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contractor and its customer is a regular 
peacetime one, the proposed settlement is 
usually presented to the buyer by a repre- 
sentative of the Sales Department. Just 
as in peacetime, however, it remains the 
responsibility of the company treasurer to 
collect these claims. It is he who decides 
whether or not an advance or partial pay- 
ment will be requested and how much it 
will be. Although it is true that the better 
prepared our claims are, the easier they 
are to collect, and also true that many 
require negotiation, nevertheless the fact 
that the responsibility for collection is 
placed outside the Termination Depart- 
ment operates as a check which results in 
better and more prompt filing of claims. 

But to return to the organization of the 
Termination Department. You will note 
that there are three principal sections: the 
inventory-control section, the claim-proc- 
essing section, and the accounting section. 
In addition, there is attached to the Con- 
tract Termination Chief’s staff a field 
representative. At the present time this 
department consists of approximately 25 
people; 10 in the inventory-control section, 
6 in the claim-processing section, and 8 in 
the accounting section. There is one field 
representative. 

The inventory-control section goes into 
action when it receives a copy of the 
customer’s notice of cancellation from the 
Sales Department. Immediately a case 
number is assigned and orders withdrawn 
from the Order Department, thus prevent- 
ing further shipments of finished goods. 
Its principal task thereafter is to obtain 
from the Production Control Department 
a list of surplus materials resulting from 
the termination and a list of jigs, dies and 
tools, supplies and so forth, from the other 
responsible departments. It approves and 
accounts for all subsequent transfers, di- 
versions, and scrapping of these materials. 

Inventory lists are turned over to the 
claim-processing section and these serve 


as a starting point for the preparation of 
the claim. The lists, after being costed by 
the Factory Accounting Department, are 
reviewed for excessive quantities beyond 
the reasonable requirements of the con. 
tract. Costs of administrative expense and 
post-termination expenses are applied, as 
well as a reasonable amount for profit, 
Other applicable costs and expenses may 
be added. The claim is completed and an 
invoice prepared and sent to the customer 
for the amount of the proposed settlement, 
It is usually the claim processor who sub- 
sequently carries on preliminary negotia- 
tions with the customer or serves as a con- 
tact man for government auditors. He is 
instructed to familiarize himself thor 
oughly with the contract and with all as- 
pects of the claim. In some cases it is ad- 
visable to submit inventory lists in ad- 
vance of the final claim in order to ex 
pedite the disposition of materials. Also, 
it is often desirable to submit claims which 
are incomplete with respect to vendors’ 
charges. Even vendor’s charges may be 
submitted piecemeal. The whole objec 
tive, of course, is to avoid the freezing of 
contractor’s working capital in termina- 
tion inventories. 

The accounting section has two princi- 
pal functions. It operates a pool of typists 
and comptometer operators; it maintains 
statistical records for producing regular 
periodic reports. Most of the data con- 
tained therein are tabulated by the use of 
the McBee Keysort system. 

I have also mentioned that the Contract 
Termination Chief has a field representa- 
tive. It is this man’s job to interview our 
customers and arrange such matters 4s 
cannot be conveniently handled by tele- 
phone or correspondence. To call him an 
“expediter” might not be amiss. He makes 
it a point to see the right people, arrange 
for the prompt audit and inspection of in- 
ventories, and negotiate for adequate 
interim financing. 
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There you have a picture of what at 
least cne contractor’s termination organ- 
jzation looks like. I venture to say it is 
not a great deal different from that of 
many another war producer. Funda- 
mentally, I believe that the difficulty of 
organizing for the termination problem 
depends largely upon the nature of the 
product being produced. Stewart-Warner 
ismaking a variety of types. In some divi- 
sions the problem will be simple. For 
example, in. our fuze plant we have only 
two contracts and produce only two types 
of fuzes. Practically all the parts are fabri- 
cated by us from raw materials. When ter- 
minations come the plant will be shut 
down, a physical inventory taken, and the 
rest will be easy. As a matter of fact, we 
are in the process of preparing estimated 
daims for these two contracts. But we also 
are producing many of our peacetime 
products which have war uses and which 
represent a much more serious termination 
problem. Instruments and gauges for 
tanks, jeeps, and landing craft have 
mechanisms which are common to a great 
degree, and furthermore may be used in 
passenger car speedumeters and gauges 
when the war is over. Alemite lubricating 
devices are, in many instances, built for 
stock and on some items we are carrying 
many times our normal inventory. The 
most bothersome of all, perhaps, is the 
caster end of our business. Practically all 
items are considered standard but many 
new models have made their appearance 
during the war and there is apt to be a 
considerable falling off in their use later. 
In addition, the interchangeability of 
parts is tremendous and the allocation of 
common items, when terminations begin 
to come in, represents a knotty problem. 
A serious inventory situation may con- 
front us at the close of the war if the prob- 
lem is not solved. 

Before passing on to a discussion of the 
sample schedules, I should like to make 


one more comment on the organizational 
setup. Our present personnel is no doubt 
inadequate to handle the number of ter- 
minations we shall probably receive upon 
the cessation of hostilities in Europe. Our 
Contract Termination Chief has, however, 
in his desk, a D-day plan. It estimates the 
number of people which will be required 
or can economically be put to work in his 
department on that day. He has talked 
with other department heads and made 
arrangements to obtain from them certain 
personnel who will be available to assist 
in handling the first flood of terminations. 
Thus, by utilizing people familiar with the 
company’s products and its operations we 
hope to get on top of the termination heap 
in a reasonably short time. So much for 
organization. 

In order that management may be 
quickly and regularly apprized of the com- 
pany’s situation with respect to contract 
terminations, the Contract Termination 
Chief is required to report in writing at the 
close of each month a summary of the 
month’s operations and the status at the 
end of the month. Quite a number of 
schedules are contained in his report, most 
of which are very simple. But it may be 
worth while to examine them and explain 
the purpose for which each is intended. 

Exhibit I (see appendix), identified as 
“Consolidating Statement of Contract 
Terminations,” grew out of the need for 
furnishing information to the company’s 
banks in connection with its “VT” loan 
agreement. Most of you are no doubt 
familiar with the so-called ““X” to “Y” 
ratio which is a part of the “VT” type of 
credit arrangement. It is the ratio of the 
sum of unfilled orders and unsatisfied and 
unrelieved terminations at sales value to 
these unsatisfied terminations. I believe 
that when this ratio is greater than 1:4 
(for example 1:3) the borrower may sus- 
pend principal and interest payments on 
his borrowings. Thus, this statement tells 
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management that the company’s “X”’ to 
“VY” ratio is 1:4.02 on August 31, 1944, 
and very near the point where the com- 
pany may take advantage of the relief 
provisions of its loan agreement. 

Other important data are disclosed. Ad- 
vances against claims totaled $1,231,057 
for all divisions. Termination charges 
billed and paid in full amounted to 
$574,548 for all divisions. Division D 
seems to be in the best position. It has 
collected $246,422 for settled claims and 
has only $18,540 in claims outstanding. 
Division C, on the other hand, is not, at 
the moment, very well off. Only $6,114 in 
termination charges has been paid in full 
and net claims receivable amount to 
$2,082,288. Under Section C, which shows 
the number of terminations received, 
billed, paid and in process, it is evident 
that Division B has pretty well cleaned up 
its claims, since it had only one in process 
at the month’s end. 

The other schedules refer only to Divi- 
sion A operations. Exhibit II, “Aging 
Schedule of Claims in Process,’”’ analyzes 
the claims in process at the end of the 
month and compares the situation with 
that at the end of the two preceding 
months. The status of each claim in which 
termination occurred more than thirty 
days ago is reported. It is apparent that 
the situation at Division A has consider- 
ably improved in the last sixty days. The 
number of terminations in process has 
decreased from 231 to 85 and those over 
sixty days old have been reduced to 18 
from 62 on July 31. 

Exhibit III is primarily a statistical re- 
port and discloses that about 80 per cent 
of all terminations were processed within 
sixty days. It should be the object of the 
company to process all its claims within 
sixty days. Many, of course, can be 
processed in a much shorter time. The 
second section permits the reader to ob- 
serve the trend of terminations. After they 


reached a peak of 300 in the month of 
April, there has been a steady downward 
trend. It is probable that lack of personne} 
made it impossible to process terminations 
at the rate they were being received, and 
on June 30 cases in process reached a high 
of 231. 

When we get to a discussion of Exhibit 
IV, “Aging Schedule of Claims Receiy- 
able,” at our Termination Committee 
meetings the fireworks really begin. The 
picture this exhibit portrays for War 
Products Corporation is, perhaps, not too 
far from the actual facts. The situation is 
probably due, in part, to the lack of pre- 
paredness by contractors. Many have not 
organized for terminations until the last 
few months, and the subcontractor has 
had a difficult time in collecting from his 
customer. But the Services must also 
share the responsibility. They were, up to 
two months ago, slow in making settle- 
ments. There has been a decided improve- 
ment, however, since the passage of the 
Contract Settlement Act. 

The purpose of Exhibit V, ““‘Warehouse 
Report of Termination Inventories,’ is to 
provide an index of the movement of 
canceled materials. By listing the cases in 
the order in which they were stored, an 
aging is obtained and pressure can be 
promptly brought to bear on the older 
cases. If the square feet of storage space 
increased from month to month in relation 
to, let us say, the value of claims billed, 
then it might be concluded that materials 
were not being disposed of as rapidly as 
they were accumulating. 

Exhibit V is a Daily Report of Contract 
Terminations which permits management, 
particularly the Controller, to take prompt 
action should it appear that the processing 
of termination cases is lagging behind the 
receipt of new terminations. 

There is also another form of report 
which comes across my desk that is not 
included among these schedules. It is # 
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WAR PRODUCTS CORPORATION 
CONSOLIDATING STATEMENT OF CONTRACT 
TERMINATIONS 
August 31, 1944 


Particulars 
SECTION A 
1. Sales value of terminations accepted at 
no charge tocustomer............... 
2. Sales value of terminations billed but not 
collected and no advances received 
3. Sales value of terminations billed and 
advances received thereon........... 
4, Sales value of terminations billed and 


5. Sales value of terminations in process... . 


6. Total sales value of all terminations re- 

7. Sum of lines 1 and 4................. 
Advances received.................-. 


9. Net sales value of unrelieved and unsatis- 
fied terminations (Value of “X”’ under 
provisions of “VT” loan agreements). . 


SECTION B 


10. Termination charges billed but not col- 
lected and no advances received there- 


11. Termination charges billed and advances 
received thereon................... 
12. Termination charges billed and paid in 


13. Total termination charges billed........ 
14. Sum of lines 8 and 12 (Advances received 
and claims paid in full).............. 


15. Net amount of termination claims re- 


SECTION C 

16. Terminations accepted at no charge to 

17. Terminations billed but not collected and 
and no advances received thereon..... 

18. Terminations billed and advances re- 

19. Terminations billed and paid in full. .... 

20. Terminations in process............... 


21. Total termination to date.............. 


SECTION D 

of 

23. Value of “X” under “VT” loan agree- 


24. Value of “Y” under “VT” loan agree- 
ment (sum of lines 22 and 23)........ 


3. Ratio of “X” to “Y” 
NOTE: * Denotes red figure. 
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Exhibit I 


Divisi Divisi Divisi Divisi 
A B C D Consolidated 


$ 2,548,692 $ 122,879 $ 866,141 $1,080,720 $ 4,618,432 


9,906,922 278,232 6,577,176 705,523 17,467,853 
7,057,645 476,001 3,297,383 — 10,831,032 
1,995,081 562,709 197,240 979,843 3,734,873 
4,891,808 3,990 653,676 40,239 5,589,713 


26,400,148 1,443,811 11,591,619 2,806,325 42,241,903 
4'543,773* 685,588* 1,063,381* 2,060,563*  8,353,305* 
583,808*  6,641* 640,608 1,231,057* 


21,272,567 751,582 9,887,630 745,762 32,657,541 


438,232 24,248 1,667,287 18,540 2,148,307 
711,244 40,560 1,055,609 — 1,807,413 
267,403 54,609 6,114 246,422 574,548 
1,416,879 119,417 2,729,010 264,962 4,530,268 
851,211* 61,250"  646,722* 246,422* 1,805,605* 


565,668 58,167 2,082,288 18,540 2,724,663 


1,696 145 89 50 1,980 
107 26 83 11 227 

4 2 3 — 9 

38 16 4 7 65 

85 1 23 6 115 
1,930 190 202 74 2,396 


65,758,934 1,860,961 27,693,956 3,330,119 98,643,970 
21,272,567 751,582 9,887,630 745,762 32,657,541 


$87,031,501 $2,612,543 $37,581,585 $4,075,881 $131,301,511 


1:4.02 
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Exhibit I 
WAR PRODUCTS CORPORATION 
Division A 
AGING SCHEDULE OF CLAIMS IN PROCESS 
August 31, 1944 
August 31 July 31 June 30 
Number of Claims in Process Num- %to Num- %to Num- %to 
ber Total ber Total ber Total 
Terminated within last 30 days..................... 57 67.1 47 27.0 138 = 59.7 
Terminated within last 60 days..................... 10 11.8 65 37.4 48 20.8 
Terminated within last 90 days..................... 13 15.3 32 18.4 30 3= 13.0 
Terminated within last 120 days..................... 5 5.8 19 10.9 11 4.7 
Terminated within last 150 days..................... — _— 9 5.2 2 9 
Terminated within last 180 days..................... _ _ 2 1.1 2 9 
STATUS OF CLAIMS IN PROCESS ON TERMINATIONS 
RECEIVED PRIOR TO JULY 31 
Case No. Customer Sales Value Status 
1318 Company A $ 4,500 Billed 9-2-44 
1734 Company B 1 Accepted no charge 9-5-44 
1827 Government Agency A 31,375 Termination department 
2128 Company C 972 Sales dept. for review 
2145 Company D 2,696 Cost department ' 
Etc., etc. 
Exhibit I 
WAR PRODUCTS CORPORATION 
Division A 
STATEMENT OF TERMINATIONS RECEIVED AND PROCESSED 
August 31, 1944 
August July 31 9% June 
erminations Process to to to 
Number To tal Number Total Number Total 
1,199 65.0 1,087 67.6 936 65.6 
272 14.7 228 14.2 212 14.9 
Within 90 days................... 331 18.0 279 17.4 269 18.8 
ands saves 43 2.3 13 8 9 
Total processed. ............00 1,845 100.0 1,607 100.0 1,426 100.0 
Terminations in process........... 85 174 231 
Total received. .....6..c0cec00. 1,9 1,781 1,657 
Termination Cases 
Period Ending Total In New Cases 
Received Process Cases Processed 
623 200 121 168 
876 181 253 272 
1,421 184 245 272 


August 31 1,930 85 149 238 
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WAR PRODUCTS CORPORATION 
Division A 


AGING SCHEDULE OF CLAIMS RECEIVABLE 


August 31, 1944 
Cust Less Than 60 to 120 to 
— 60 Days 120 Days 180 Days 
Company A 
$ 376 
1,853 
x4 D 
$2,186 534 
Aes 315 11,860 $1,579 
2,828 
15,942 28,091 1,230 
22,535 336 
15,041 457 935 
13,510 
50,644 12,427 
47,211 
743 2,584 
820 
221 
$ 
293 127,705 (3) 
1,033 
55 2,847 6,121 
1,220 
Total $108 , 295 $ 54,839 $210,794 
% to Total 19.1% 9.7% 37.3% 
Balance—July 31 $ 99,813 $111,246 $184,681 
% to Total 18.2% 20.4% 33.8% 
Balance—June 30 75,116 421 ,567 87 ,603 
% to total 12.0% 67.1% 13.9% 


NOTES: (1) After deducting advance of $75,000. 
(2) After deducting advance of $480,000. 
(3) Includes vendors’ claims of $96,011. 


WAR PRODUCTS CORPORATION 
Division A 


The Contractor’s Organization for Terminations 


180 Days 


7,267 
120,311 (2) 


82 
897 

852 
$191,740 
33.9% 


$150,638 
27.6% 


44,244 
7.0% 


WAREHOUSE REPORT OF TERMINATED INVENTORIES 
August 31, 1944 


Customer 
Company 4 1,200 


120 
300 
100 
150 
500 
450 
3,020 


Exhibit IV 


Exhibit V 


15 
30 
and Over Total 
Total $ 951 $ 951 
4,615 4,991 
59.7 1,853 
20.8 29,293 (1) 29,293 
13.0 2/720 
4.7 6,052 19,806 
‘9 2,828 
9 54 450 
— 21,335 66, 598 
00.0 22;871 
— 31 16,464 
13,510 
70,338 
47,211 
120,311 
3,327 
820 
221 
82 
127,998 
1,930 
9/875 
1,220 
$565 ,668 
100:0% 
100.0% 
100.0% 
d Date of Ez 
Case No. Storage 
1137 6-12-44 
804 5— 2-44 
1542 7-15-44 
1504 ee 7-11-44 
1217 6-18-44 
656 § 4-10-44 
1308 Ww 6-26-44 
1841 8-21-44 
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DAILY REPORT OF CONTRACT TERMINATIONS 
September, 1944 


Terminations Value of 
Date Terminations Processed Terminations Claims 
Received in Process Billed 
No Charge Billed 
Beginning of month 85 
1 7 3 1 88 1,246 
2 3 6 85 
4 5 1 — 89 —_ 
5 4 2 1 90 11,587 
6 1 91 
7 8 7 1 89 6,204 
8 6 7 1 87 7 
Etc., etc 


comparison for each claim of the final 
amount accepted in settlement and the 
originally proposed amount. This enables 
us to do several things. First, correct errors 
at the source and thus improve the accu- 
racy of our claims. Second, make changes 


in the form of presentation to conform to 
government requirements and as a result 
expedite audit and final settlement. Third, 
it enables us to review the effects of the 
company’s policies and make such changes 
therein as may be found to be desirable. 


TRAINING CONTRACTOR PERSONNEL 
IN TERMINATION PRINCIPLES 
AND PROCEDURES 


EDWARD PAvt SMITH 


HE members of the American Ac- 
counting Association have an un- 
usual opportunity for rendering an 
extremely valuable service to our country, 
one which, if handled properly, cannot 
ever be measured in dollars, but which will, 
from an economic standpoint, contribute 
materially to the well-being of the United 
States of America in the period through 
which we are now passing and the one 
which will follow immediately upon the 
cessation of hostilities. Ihave had the op- 
portunity, for the past several years, of 
practically living and breathing govern- 
ment procurement and contracting. I have 
spent many days, evenings, and nights 
with representatives of both the War and 
the Navy Departments in endeavors to aid 
in the solution of the multitude of contract 


problems that arise in procurement for 
war purposes. 

The major problem of our country to- 
day, is, of course, the winning of the war, 
and, according to the news we read daily, 
part of that problem will soon be solved. 
The second major problem of our country 
today is the winning of the peace. Closely 
connected with each and part of both is 
the transfer of our economic structure from 
a war basis to a peace basis. The greatest 
obstacle to conversion from war to peace 
is the handling of cancellations of war 
contracts, speedily and justly, and its big 
brother, the disposal of property that is 
made surplus by such cancellations. 

If the just settling of claims against the 
government arising out of the termination 
of war procurements takes too long, many 
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of our largest business concerns will be 
sorely tried to avoid financial stress due to 
frozen working capital, to say nothing of 
the effect on the people who have been em- 
ployed in war work, and their families. 
Unless these problems are handled prop- 
erly and speedily, one foreseeable result 
will be the worst depression and greatest 
unemployment our country has ever seen. 

Ishould like to 1) acquaint you with the 
size of the problem in dollars, 2) tell you 
what has been done about solving it, and 
3) outline what we, at the Wharton School 
of the University of Pennsylvania, have 
done and are doing about the training of 
contractor personnel to expedite the proc- 
essing of termination claims against the 
government. 

At the end of World War I, the load of 
terminations of war contracts amounted 
to about seven and three quarter billion 
dollars, roughly divided into four and one- 
half billions of War Department contracts, 
two and one-quarter billion dollars of 
Navy Department contracts, and the bal- 
ance made up of the odds and ends of re- 
lated activities. Little or nothing was done 
about the possibility of the ending of the 
war until September, 1918, and in October, 
1918, active:steps were taken to prepare 
for the flood of cancellations which would 
inevitably follow the conclusion of hostili- 
ties. Fortunately for those engaged in 
actual combat the end came on November 
11, but, unfortunately for contractors sup- 
plying the government’s needs, it came like 
a bolt out of the blue before adequate pro- 
vision had been made to provide for quick 
settlements. Multitudes of small claims 
were settled quickly and cheaply by con- 
tractors, through field agents of the serv- 
ices, because they were quick to realize a 
small, prompt settlement might help them 
stay in business, whereas a long-drawn- 
out settlement might pay them more in 
the end but at the cost of going out of 
business in the meantime. Congress did 
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not set up legislation for settlements of 
any size in dollars until the passage of the 
Dent Act in the late spring of 1919. The 
service agencies had in the meantime set 
up their Boards of Contract Adjustment, 
but these Boards did not really start to 
function until the summer of 1919. These 
Boards were active over a period of eleven 
years, the bulk of their work taking at least 
six years to clear under the procedures set 
up. Those claims which eventually wound 
up in litigation took years longer, the last 
settlement being that of the Bethlehem 
Steel Company concluded just before the 
present war. 

So far in the present emergency, dating 
since December, 1939, according to the 
latest information I have there have been 
terminated about 20 billions of govern- 
ment contracts. It was announced in Read- 
ing, Pennsylvania, a few days ago, that in 
the Philadelphia producing area, there are 
now in process of cancellation government 
contracts amounting to four billion dollars, 
our producing area being one of the major 
sections for war production in the country. 
A recent cancellation of a Higgins contract 
in Alabama resulted in immediate unem- 
ployment and the loss of $200,000 per 
week in payrolls for workers. This volume 
of cancellations readily discloses that our 
present termination problem is at least 
three times greater in size than at the end 
of World War I, and over-all cancellations 
due to ending of hostilities have not even 
begun. It is readily understood, of course, 
that the great bulk of these cancellations 
has arisen from the changing needs of our 
armed services in carrying on a mecha- 
nized war. But the point I should like to 
stress is that the problem already is stu- 
pendous, far beyond the comprehension of 
the average layman’s mind to visualize in 
dollars. And the end is not yet. In fact, we 
have just begun. 

The most recently published figures 
which I have seen indicate that the gov- 


of 
ns 
7 
rm to 
result 
hird, 
of the 
anges 
L 
for 
to- 
war, 
aily, 
lved. 
ntry 
»sely 
h is 
rom 
eace 
war 
big 
it is 
the y 
tion 
any 
4, 


78 The Accounting Review 


ernment has outstanding commitments 
under contract amounting to almost 80 
billions of dollars, the amount having 
jumped from 61 billions in October, 1943, 
to 72 billions in April, 1944. The float- 
ing load of government contract commit- 
ments has jumped almost 8 billions of dol- 
lars since May 1, 1944. This clearly indi- 
cates that the emphasis is still on procure- 
ment and not on termination of war 
contracts. The increase since May has 
been greater than the sum total of the 
problem in dollars at the end of World 
War I. 

Mr. Charles E. Wilson, until recently 
Vice-Chairman of the War Production 
Board, was reported in a New York news- 
paper as having stated that, in his opinion, 
at the ending of hostilities with Germany 
about 38 per cent of the outstanding gov- 
ernment contracts would of necessity be 
terminated. Since then I have seen state- 
ments published in which the percentage 
given runs anywhere from 34 per cent to 
42 per cent. If this result does follow—and 
I have no information to indicate other- 
wise—some 30 billions of cancelled con- 
tracts will be added to the load of pending 
settlements. We therefore have facing us, 
immediately or within the foreseeable 
future, a problem which is at least six 
times greater than the termination prob- 
lem our country faced after the last war. 
And then it was one of the factors which 
produced the depression of 1921. 

If the war with Japan should end ap- 
proximately at the same time or soon after 
the termination of the war in Europe we 
must expect that additional cancellations 
will occur. In my opinion, over-all cancella- 
tions cannot be avoided. It is too much to 
ask of a procurement agency to go on 
spending money for matériel which will 
not be needed when the mere ending of 
hostilities will itself create an oversupply 
of every war material. If both wars end at 
approximately the same time, we are going 


to be faced with a termination problem ap- 
proximating 80 billions of dollars, a prob- 
lem which is at least eleven times greater 
than that caused by the end of the last 
war, and one that is fraught with more 
danger to our economic well-being than 
anything we have ever experienced. Unless 
the problems are handled properly and 
quickly, the freezing of the working capital 
of our country’s industries, coupled with 
an uncontrolled disposal of war materials, 
even those usable in peacetime activities, 
might result in an economic collapse. If 
the same procedures were to be followed 
at the conclusion of the present war as 
were used at the conclusion of World War 
I, a period far longer than six years would 
be required to settle cancellation claims 
against the government. And our economic 
structure just cannot wait so long for pay- 
ments to be effected. 

It is to the lasting credit of those in 
charge of affairs at Washington, that, dur- 
ing the fall of 1940 and the spring and sum- 
mer of 1941, even before we were actually 
engaged in war, the problen of canceila- 
tions of government contracts was recog- 
nized as an economic problem which would 
have to be met sooner or later, and steps 
were then taken to prepare for it. 

Consideration of this phase of the prob- 
lem brings me to the second element under 
discussion. 

From the standpoint of a lawyer, there 
are two ways of handling the problem of 
cancellation: litigation through the courts 
or settlement by methods prescribed in the 
terms of the contract itself. When we con- 
sider that there are outstanding over one 
million prime contracts, not counting the 
millions of subcontracts, recovery limited 
to the litigation method, no matter how 
fast the courts worked, would be inca- 
pable of producing speedy settlements, 
since the atmosphere of a courtroom is 
naturally one of calm and deliberate action; 
and in addition there are not enough 
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judges educated in accounting or engineer- 
ing to handle the job. We must of necessity 
therefore use a method of settlement pre- 
scribed in the contract itself. Considering 
that public finances are involved, the 
method prescribed for use in the contract 
must be equitable to the government as 
well as to the contractor, and must provide 
the means for reaching a conclusion 
quickly as to the just amount due. Let us 
for a moment review what has been done 
in that regard. 

In September, 1941, the War Depart- 
ment began to incorporate in its contracts 
a clause entitled ‘Termination for the 
Convenience of the Government.” This is 
known in government contracting circles 
as Article 14 of War Department Supply 
Form No. 1. It provided essentially for 
the settlement of the claim arising out of 
termination by use of a formula written 
into the clause, based on paying the con- 
tractor a percentage of profit towards the 
uncompleted portion of the contract in 
turn based upon the sum total of the con- 
tractor’s expenditures and commitments 
made towards the uncompleted portion of 
the contract. Fundamentally, the formula 
was based on a wrong accounting concept 
as to what were the contractor’s real dam- 
ages against the government, and if con- 
tinued in use today, it would result in 
great dissipation of public appropriations. 
It therefore would be of great benefit to 
the individual contractor but of no lasting 
benefit to the country as a whole. 

In May, 1942, Article 14 was replaced 
in many contracts by a new termination 
clause given the name P.R. 324, the letters 
P and R being the abbreviation used in 
the War Department in identifying a Pro- 
curement Regulation. This clause provided 
for the first time for the settlement of the 
contractor’s claim by negotiation of the 
amount due, the need for such power hav- 
ing been made very apparent in working 
under the former Article 14. This clause 


also provided, in the event-of inability of 
the contractor and the terminating agency 
to arrive at an agreement across a negotia- 
tion table, for the use, after the expiration 
of 90 days from the effective date of the 
termination, of the standard formula 
found in Article 14, the amount found due 
by application of the formula being called 
a “determination” or ‘‘finding” of the 
amount due the contractor. Though P.R. 
324 was amended from time to time after 
May, 1942, and changed to clarify its 
meaning, its use was not made mandatory 
in War Department procurements until 
June 4, 1943. Meanwhile, on August 3, 
1942, the Navy Department had issued its 
own termination clauses, one for use in 
flat-price or unii-price contracts over 
$500,000 performance of which would take 
longer than six months, the other being 
for use in cost-plus-a-fixed-fee contracts. 
The choice of terminology in the flat-price 
clause was poor. It did provide for a nego- 
tiated settlement with the contractor and 
for a formula settlement; but in construing 
the terminology used or in applying either 
method of settlement the contractor was 
at the mercy of the contracting officer. A 
strict legal construction of the words used 
could result in a contractor’s losing both 
his just compensation for work done and 
his damages arising out of the termination. 

The difficulties in the application of the 
standard clauses led to the issuance by 
many contracting agencies of termination 
clauses of their own make. But this prac- 
tice, instead of aiding an already serious 
situation from the standpoint of the con- 
tractor, only added fuel to the fire. Ef- 
forts to reach an agreement on a uniform 
termination clause were made for over a 
year by negotiation among the service de- 
partments themselves, but little progress 
was made in securing uniformity. Many 
persons realized that something had to be 
done about the situation since chaos 
would result in the event of over-all ter- 
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minations at the conclusion of hostilities. 

The War Department, after making the 
use of P.R. 324 mandatory in June, 1943, 
followed that action by the publication on 
July 7, 1943, of a Termination Accounting 
Manual known as T.M. 14-1005, which in 
turn was followed by the issuance of a new 
regulation known as P.R. 15 in early Au- 
gust, 1943. P.R.15 is the Bible of the War 
Department on the “‘Terminations of Con- 
tracts” and its careful study is strongly 
recommended. 

In September, 1943, at a time when ter- 
mination of government contracts totalled 
about 11 billions of dollars, Justice Byrnes 
appointed Mr. Bernard Baruch as the head 
of a committee charged with the duty of 
investigating the entire economic situation 
surrounding conversion of our country 
from war to peacetime activities. Mr. 
Baruch held his first meeting with the rep- 
resentatives of the service departments in 
respect to termination problems on Oc- 
tober 6, 1943. Between then and December 
31, 1943, the investigation made by the 
committee resulted in the promulgation 
by Justice Byrnes, on that date, of a 
“Statement of Principles for the Deter- 
mination of Costs.” This was followed on 
January 8, 1944, by the promulgation of 
what has come to be known as the “Uni- 
form Termination Article.” All agencies 
engaged in war procurement were required 
by Justice Byrnes, in his capacity as the 
head of the Office of War Mobilization, to 
insert the uniform clause in all new con- 
tracts for war materials. The War and the 
Navy Departments put the new clause 
into nation-wide operation in February, 
1944. Under present regulations, any con- 
tract made prior to February, 1944, must 
be modified at the request of the contrac- 
tor, by removing the old termination clause, 
if the contract contained a termination 
clause, and inserting the new uniform ar- 
ticle, this to be done either before or after 
termination of production has occurred. 


In February, 1944, the publication of 
the Baruch-Hancock Report served to 
focus the attention of the businessmen of 
the country on the problem, and to bring 
the economic consequences attendant up- 
on the cessation of hostilities to the fore- 
front, so that members of both the House 
and the Senate started to do something 
about it immediately. 

The Murray-George Bill, Senate Bill 
No. 1718, was passed by the Senate in 
May and sent to the House. That body 
passed a similar bill in June and after con- 
ference, the present “‘Contract Settlement 
Act of 1944” was passed and sent to the 
White House. It was signed by the Presi- 
dent in late June, and became effective as 
the Federal law on the subject of war con- 
tract termination settlements on July 21, 
1944. Meanwhile, on May 29, Justice 
Byrnes, by a policy order published on 
that date, recommended a ‘Uniform Sub- 
contractors Termination Article” for use 
in subcontracts of any tier of supplier 
vertically downward from the prime con- 
tractor. 

At present, the War Department has in 
use an amended P.R. 15, with its compan- 
ion regulation dealing with the “Disposal 
of Surplus Property,” known as P.R. 7, 
2.ad the Navy Department has outstanding 
several directives on both subjects. The 
Navy has organized the Navy Material 
Redistribution and Disposal Agency for 
handling surplus property. A close exami- 
nation of the regulations of both service 
agencies discloses few fundamental differ- 
ences in the handling of the termination 
problems involved. 

One fact is, I believe, very apparent 
at this point. We are in a much better posi- 
tion today to face over-all termination 
difficulties than we were at this stage of 
World War I. An especially important de- 
velopment has been the legalizing of ““Ter- 
mination Loans,”’ called T Loans, by the 
Contract Settlement Act of 1944. The prop- 
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er use of this loan procedure enables a 
contractor immediately to “unfreeze” or 
make liquid his working capital tied up in 
termination claims against the govern- 
ment. Today we are in the odd position of 
having the means at our disposal, but few 
contractors or subcontractors or banks 
have knowledge of what can be done. The 
need for education in all phases of termina- 
tion matters becomes greater by the hour. 

This brings us to a consideration of the 
third major point. 

The Baruch-Hancock Report recom- 
mended the creation of schools throughout 
the country to acquaint contractors and 
government personnel with the proper 
methods to use in settling termination 
daims and handling surplus property 
problems quickly. 

Certain members of the staff at the 
Wharton School were fully aware of the 
problems involved in war contract termi- 
nation. Last November a one-day confer- 
ence on renegotiation and termination was 
held. Those of the staff who have been di- 
rectly engaged in war training realized 
that the best way to handle an educational 
program of training in termination prob- 
lems was by enlisting the aid of the service 
agencies themselves. An opportunity arose 
to take up the matter directly with repre- 
sentatives of the service agencies with 
local offices in Philadelphia, and after 
many conferences on ways and means, it 
was decided to open a “school for instruc- 
tors” first; then, having created our in- 
structors, to put on a “‘pilot” program for 
contractor personnel, the services to ar- 
range attendance of contractors by invita- 
tion only. We felt that if we made it hard 
to attend the school, we would possibly 
secure the type of contractor personnel we 
desired to utilize in trying out the pro- 
gram which had been set up. The program 
succeeded beyond our fondest hopes. 

On June 5, 1944, the “school for in- 
structors” opened with daily sessions from 
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8:30 until 12:30 five days a week, for two 
weeks. This school was concluded on June 
16, 1944. Beginning Monday, June 19, 
three sessions of three days each, seven 
hours per day, were given, each session be- 
ing attended by different contractor per- 
sonnel, all of whom were asked to give sug- 
gestions to improve the course, and to be 
free in their comments concerning the 
course and the termination problems faced 
by them at the time. A spirit of codépera- 
tion was built up which enabled those in 
charge of the course to judge the pulse of 
the contractor personnel as to their think- 
ing, as to their problems, and as to their 
attitudes towards the service agencies con- 
cerned. The instructors were officer and 
civilian representatives of the services as 
well as University men. The authorities 
at Washington reviewed the results of the 
work, and since July 17 we have held 
weekly sessions, to be continued indefi- 
nitely depending on the demand for in- 
struction—demand which at the present 
time is increasing hourly. 

The course at the Wharton School en- 
compasses 21 hours of instruction-discus- 
sion per group of students, split up into 
three days of seven hours per day, begin- 
ning at nine each morning, with luncheon 
from one to two, and closing at five each 
day. The hourly program is as follows: 

INSTRUCTIONAL PROGRAM 
First Day 


8:30 a.m. Registration of students. 


9:00 a.m. Opening meeti 
9:30 A.M. Lecture—Legal b 
of termination. 

10:30 a.m.—1:00 p.m. Class ge, 

ject matter of lecture, each discussion group 


d and mechanics 


having a separate room. 
1:00 p.m. Luncheon. 
2:00 p.m. Class discussion group. 
3:00 p.m. Panel discussion. 
4:00 p.m. Lecture.—Interim financing 


Second Day 
9:00 a.m. Lecture—Inventory and disposal of prop- 
10:00 12:00 m—Class discussion groups, on sub- 


ject matter of lecture. 
12:00 m. Panel discussion. 
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2:00 p.m. Lecture—Cost principles in the preparation 
of claims. 

3:00 p.u.—5:00 p.m. Class discussion groups. 

Third Day 
9:00 a.m. Panel discussion. 
9:30 a.m. Lecture—Review and audit procedures. 
10:30 a.m.—1:00 p.m. Class discussion groups. 

1:00 p.m. Luncheon. 

2:00 p.m. Panel discussion. 

3:00 p.m. Lecture—Termination problems on CPFF 
discussion of questions from 

oor. 


As will be noted, the courses are twenty- 
one hours in length. The distribution, in 
chronological sequence, is as follows: 

Legal and mechanical aspects of terminations 6 hours. 
Interim financing 1 hour. 

Property disposal 4 hours. 
Accounting and review procedures 8 hours. 
Cost-Plus-A-Fixed-Fee termination problems 2 hours. 

Termination problems naturally fall in- 
to three great classes; legal and mechani- 
cal, disposal of property, and termination 
claim accounting. 

These topics are presented by the fol- 
lowing methods: 

(x) A one-hour introductory lecture to the as- 
sembled group, to point their thinking on 
the subject, immediately followed by 

(b) A two- or three-hour period of group dis- 
cussion or section meetings, each group 
consisting of no more than thirty-five stu- 
dents, immediately followed by 

(c) A one-hour panel discussion among the in- 
structors and the assembled student body. 

The related subjects of interim financing 
and CPFF terminations are presented 
to the assembled group as lecture-dis- 
cussions. 

Each discussion group is in charge of a 
University representative, assisted by one 
or more representatives of the service 
agencies, officer or civilian, who are actu- 
ally engaged in the field of terminations 
under discussion at the particular time. 
These agency representatives devote only 
such portion of their time to the course as 
is required for their particular work. As an 
example, officer or civilian legal personnel 
of the Quartermaster Corps, Ordnance 
Corps, Judge Advocate General’s office 
representative in the Engineer Corps, 


Army Air Forces, Navy Department, ete,, 
attend on the first day. On the second day 
these are replaced by property disposal 
personnel of the same agencies, assisted 
by representatives of the War Production 
Board. On the afternoon of the second and 
all of the third day, the property disposal 
men are replaced by officer or civilian 
agency personnel engaged in negotiation 
of settlements and accounting problems, 
The University representative, with two 
exceptions, carries a class group continu. 
ously through the three days. 

A 300-page text book, containing the 
Baruch-Hancock Report, P.R. 15, P.R. 
7, the Navy Directives on Terminations 
and Property Disposal, and a guide on the 
subject of “Contract Terminations,” is 
furnished to each student. The registration 
fee is $4.00, which is to cover the cost of the 
textbook. No tuition is charged, the costs 
of running the course being borne by the 
government under contractual arrange- 
ments with the University. 

As will be readily seen, the course is de- 
signed to utilize to best advantage: 

(a) the services which can be rendered by reg- 

ular instructors of the University. 

(b) the contributions which can be effectively 

given only by those government personnel 


who are in daily contact with the practical 
problems of termination. 


A University representative is one nat- 
urally experienced in teaching and lecture 
work. At the Wharton School, this burden 
is discharged by staff members. If the serv- 
ices have available an experienced lectur- 
er, we utilize his talents also. 

It is recognized that a course of this 
nature must have a permanent nucleus of 
men who are skilled in methods of teaching 
and who will see that consistent educa- 
tional standards are maintained at all 
times. On the other hand, no course in 
terminations, regardless of the excellence 
of the university instructors, can be fully 
effective unless assisted by government 
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nnel who are in daily contact with 
the practical problems of termination, 
even though these individuals may not 
themselves be skilled in teaching methods. 
The results and comments of the students 
that we have had at Pennsylvania have 
proved that our plan is sound. 


Administering a joint government- 
agency-university program requires fixed 
responsibilities on the part of each group 
in order to work smoothly and effectively. 
At the Wharton School we have been 
working under the following division of 
labor. 


UNIVERSITY RESPONSIBILITIES 


(1) The preparation and modification 
of course outlines and other written ma- 
terials for submission to the interagency 
committee for review and incorporation 
into the course. 

(2) A major share of the publicity pro- 
gram, assisted by the publicity representa- 
tives of the various agencies concerned 
with the course. 

(3) The handling of all matters pertain- 
ing to the screening, enrollment, and regis- 
tration of students, according to the 
United States Office of Education require- 
ments. 

(4) Provision of classroom and other 
facilities. 

(5) Training and assigning university 
lecturers and instructors. 

(6) Obtaining and distributing printed 
and mimeographed materials. 

(7) Establishment and maintenance of 
close liaison with the interagency commit- 
tee through its chairman. 

(8) The handling of other administra- 
tive matters pertaining to the course. 

In carrying out the above responsibili- 
ties the Wharton School took the follow- 
ing steps: 

(a) Appointed a professor as over-all 
administrator of the work. 

(b) Appointed a full-time head instruc- 
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tor to take charge of each primary subject 
or division of termination to act as moder- 
ator during panel discussions, and to be 
responsible for the preparation of mate- 
rials for incorporation into the course after 
approval by the interagency committee. 

(c) Provided qualified men from its own 
staff to present all lectures called for in the 
course program. 

(d) Provided an instructor to take 
charge of each section in all its meetings. 
His responsibility involves being prepared 
to teach in a general way all aspects of 
terminations. He insures that during a 
given section meeting the scheduled mat- 
ters are covered and that the maximum 
possible benefit is derived from the visiting 
procurement agency specialist. 


PROCUREMENT AGENCY 
RESPONSIBILITIES 


Each participating agency, and there 
are eleven involved at Philadelphia, is 
responsible for: 

(a) Appointing a member of the inter- 
agency committee who shall have the 
qualifications, authority, and support nec- 
essary for carrying out his duties as a 
member of such committee. 

(b) Loaning “visiting specialists” from 
time to time in accordance with the plan 
prepared by the interagency committee. 

As stated before, the function of the 
visiting specialist is to answer technical 
questions raised in section meetings and 
panel discussions. Three types of special- 
ists are used: negotiators and/or legal men, 
property disposal men, and accountants. 
They are present only during those periods 
when their respective fields are being dis- 
cussed in section or on the panel. 

A permanent interagency committee, 
consisting of one representative from each 
of the participating agencies was estab- 
lished. One member was designated as 
chairman, and he is authorized to spend 
his full time in this capacity. 
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The functions of this committee are: 

(1) To make and effectuate all plans 
involving the part to be taken by the par- 
ticipating services. This includes the es- 
tablishment of requirements for the visit- 
ing specialists both as to minimum quali- 
fications and as to time schedules affecting 
each agency. 

(2) Tocoérdinate, through its chairman, 
all operations and plans with those of the 
University administrative staff, including 
the review of course outlines and other 
written materials. 

Each member of the interagency com- 
mittee is authorized by his commanding 
officer to carry out the following duties 
under the direction of the committee chair- 
man: 

(a) To obtain the visiting specialists 
from his own office as called for under the 
committee plan. 

(b) To attend committee meetings 
which are held in rotation at each of the 
participating offices, when needed. 

(c) To keep his superiors and the higher 
echelons within his own service informed 
as to the progress and status of the pro- 
gram. 

(d) If desired by his commanding of- 
ficer, to handle the enrollment of the 
agency’s personnel in the course. 

(e) To furnish lists of contractors and 
subcontractors te the committee chair- 
man for use by the University in screening 
and circularizing the course. 

(f) To supplement this circularization 
by arranging for direct solicitation of con- 
tractor enrollment by his own agency. 

(g) To transmit to the committee chair- 
man. all recommendations of his agency 


pertaining to the program. 

(h) To visit classes at any time without 
special clearance from the University. 

The working plan under which the 
Wharton course is given may seem too de- 
tailed and unwieldy for use in other parts 
of the United States. Eleven agency 
branches of the government participate in 
our school, including the local offices of the 
War Production Board and the Smaller 
War Plants Corporation. The plan itself 
is simple and can be easily adapted to the 
needs of a particular locality, by merely 
cutting down the number of participating 
agencies to the number of agencies located 
in the particular city. The smaller the 
number of participating government 
agencies, the larger the number of visiting 
specialists such agencies must contribute 
to the work. Service agency participation 
is an absolute requisite to a proper han- 
dling of the multitudes of questions pro- 
pounded in discussion-group and panel 
sessions, as regulations change rapidly, 
The instruction work can thereby be kept 
current at all times. 

At the Wharton School over seven hun- 
dred contractor and subcontractor person- 
nel and their representatives, lawyers, ac- 
countants, and engineers have already 
participated in the course as students, 
They have come from as far west as Wis- 
consin, as far north as Massachusetts, and 
as far south as Georgia. Our roster grows 
weekly and these who participate in pre- 
senting the program are gratified to know 
that their efforts have been worth while in 
familiarizing contractors with all phases 
of the termination problem. 
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AVERAGING INCOME FOR TAX 
PURPOSES 


Roy BLoucH 


years been keenly interested in ac- 


iN AN economist, I have for many 
counting because I believe the ac- 


2 countant is in a strategic position to be the 


most influential economic theorist and 
practicing economist of the present day. 

For members of the accounting profes- 
sion I need not dwell on the implications, 
peculiarities, and limitations of the one- 
year accounting period which taxation 
inherited from the established practice of 
business and accounting. 

The purpose of averaging devices is to 
get away from the segmentation of income 
into pieces one year in length or, in other 
words, to lengthen the accounting period 
for tax purposes. There is nothing very 
radical about this idea. The year is a con- 
yenient, but not a sacred, period. Yearly 
income represents an aggregation of 52 
weekly incomes, 12 monthly incomes, and 
so forth. Tax accounting periods as short 
as one week and as long as two or three 
generations are conceivable and, in fact, 
have been suggested.’ 
~ Although taxation is only one of several 
areas in which the defects of the annual 
income period are patent, it is perhaps the 
most important.? In preparing income 
_} For example, various proposals to eliminate en- 
tirely the filing of annual income tax returns by wage 
earners whose income, with minor exceptions, is subject 
to withholding are equivalent to making the tax period 
coincide with the payroll or withholding period. At the 
other extreme, Mr. William Vickrey has suggested a 
method of averaging income over the lifetime of the 
taxpayer. See his article “Averaging of Income for 
Income-Tax Pu »” Journal of Political " 
Vol. XLVII, No. 3, June, 1939, especially pp. 389-392. 


Speculative suggestions for averaging over two or more 
generations are sometimes broached in discussions of 
a 

* Examples of other fields in which the annual in- 
come must be used with caution include a utility 
tate-making, and the determination of profits and losses 
for dividend or credit purposes or for adjustments 
caeee different owner and creditor groups in the cor- 

on. 


statements for most purposes, relevant 
facts and expectations outside or beyond 
the formal accounting figures can be recog- 
nized when action is to be taken or de- 
cisions are to be made. Moreover, reserves 
can be set up in the accounts to give a de- 
gree of formality to these facts and expec- 
tations. In the case of taxation, however, 
such adjustments are not feasible. Taxes 
must be computed on the basis of formal 
and uniform accounting procedures; other- 
wise the determination of income would 
involve a larger element of personal and 
administrative judgment than either the 
government or the American taxpayer 


would be willing to accept.* 
AVERAGING METHODS 
There haye been two approaches to the 


problem of the annual income period. One 


has been the development of accounting 
procedures to take into consideration 


events of past or future years in computing | 
the income for a specific year. Repreae \ 
and deferred expense reserves an e 


last-in, first-out method of computing in- 
ventory are examples. The second ap- 
proach to the problem has been to cut 
across the boundary line between years in 


such a way that the tax imposed on the, 


income of one year is affected by the in- 
come or loss of other years. Averaging de- 
vices, as thus defined, embrace various 
forms, including a fixed-period average of, 
for example, five years, a moving average, 
and the determination of the rate of tax 
by the average amount of income. Averag- 
ing devices also include methods other 
than actual averaging. Among these are 

* In the British, Ca-adian, and Australian tax sys- 
tems many difficult questions of ity, relief, and 
avoidance are left to the discretion of the administra- 
tive authorities. 
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flexible depreciation and inventory ac- 
counting devices. The most important, 
however, undoubtedly are the carry-for- 
ward and carry-back of losses and, with 
respect to the excess profits tax, of unused 
excess profits credits.‘ 


PROS AND CONS OF AVERAGING 


One reason for averaging is that it com- 
pensates for, or reduces, the importance of 
errors in allocating income or expense 
items among different years. More impor- 
tant, however, averaging plays a useful part 
in-equalizing the tax burdens on fluctuating 
and stable incomes of the same average or 
aggregate size. The higher tax imposed on 
fluctuating income, when the annual ac- 
counting period is followed strictly, may 
result from any one or a combination of 
factors, the most universal of which are 
the following: (1) Negative incomes, that 
is, losses, may not be offset against posi- 
tive income; (2) exemptions may be 
wasted in years of loss or of low income; 
(3) progressive rates may throw fluctuat- 
ing incomes into higher brackets. While it is 
possible to devise averaging methods 
which would eliminate completely the 
higher tax on fluctuating incomes, most 
of the commonly suggested plans would 
not go so far. The general run of proposals 
would reduce rather than remove entirely 
the tax differential between variable and 
stable incomes. 

For a given schedule of rates and a 
given definition of income, the effect of 
averaging is in part to change the timing 
of tax payment and in part to reduce the 
, tax liability. However, averaging should 
not be looked upon as a means of reducing 
' taxes. If the same number of dollars is to 
be raised, the effect of averaging is to re- 
distribute the burden among years and 
among taxpayers. 


* The relatively low rate of tax on capital gains to a 
considerable extent represents special treatment in lieu 
of averaging. 


The Accounting Review 


The advantages claimed_for averaging 
are primarily in the field of equity and 


economic effects. The basic argument jn 
favor of averaging is that the assessment 
of substantially different amounts of tax 
against two taxpayers receiving the same 
aggregate income over a period of years is 
inequitable. Indeed, it is sometimes ar, 

that a taxpayer with fluctuating i income 


ity o require greater 


and other unfavorable personal or business 
adjustments. On the other hand, it may Be 
urged that annual income is in harmony 
with the general thinking of individual 
taxpayers who often gear current stand 
ards of consumption to the current ee 
income and who are not disposed to pro- | 
ject their income computations over a long | 
period of time. There is, moreover, some 
value in closing each year’s income and 
taxing it as a complete episode, thus re 
moving uncertainty about the effect of 
some future year’s income on the current 
tax. These a _arguments | against averaging 
are more pertinent in the case of individual 
and_nonbusiness income tha than 


usiness corporation. The present discus 
"sion is primarily directed to the averaging 
of business income, although it must be 
remembered that some of the most serious 
injustices of strict adherence to the annual 
accounting period lie in the personal it- 
come field. 
§ The averaging of income for tax pur 
|| poses would have advantageous economic 
effects. It would_remove tax pressures it 
favor of investing in stable lines of business 
and. 2 against. investing in businesses. with 
fluctuating. incomes, In the absence of 
some misapplication of 
nomic resources undoubtedly results be 
tween these types of businesses. Moreover, 
averaging would presumably tend to make 
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risk investment relatively more attractive 
by reducing the risk of paying taxes out of 
capital and by permitting a greater offset 
Jof losses against income. This advantage 
ofaveraging over a period of time is some- 
what similar to the advantages which 
large businesses enjoy over small business- 
es because they are in a position to aver- 
age the losses of some lines against the 
gains of other lines. Consolidated returns 
offer a similar advantage of internal com- 
pensatory offsets. Averaging would also 
tend to remove the tax incentive to the 
timing of investment or income-producing 
activity in ways which do not necessarily 
represent desirable economic or business 
decisions.* 

The objections to averaging are largely 
fiscal and administrative. On the fiscal side 
itis urged that averaging would introduce 
greater uncertainty into budgetary plan- 
ning and would raise policy problems in 
the timing of refunds or rebates and in 
making other adjustments of tax burdens. 
Revenue effects would be particularly im- 
portant when there were wide swings in 
the national income. Moreover, averaging 
would have the effect of blunting fiscal 
weapons which were directed toward specif- 
ic income years. For example, it would 
take the edge off high rates which were 
expecially designed to apply in periods of 
wer or inflationary danger, and it likewise 
might partially neutralize the effects of low 
tates in periods of depression. 
_ are a number of serious compli- 

ce and administrative problems raised 
‘by averaging proposals, especially for the 
individual income tax. In the individual 


‘It is possible that from some viewpoints averaging 
ces may also have adverse effects on economic in- 
centives. That is, averaging reduces the te 
burden on variable income, but shifts the burden within 
the averaging period from the high-income to the 
“income years. Thus after a number of high-income 
years have been realized, the effectual burden on in- 
Come taxes in a subsequent year becomes equal to the 
tax plus the averaging benefits foregone as a 


<fesult of realizing a given increment of income. 
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income tax field the pay-as-you-go, or cur- 
rent payment, method and the simplifica- 
tion program rely heavily on the retention 
of a simple, definitive income period such 
as the annual income period: In.the field of 
business, as well as for individuals, in- 

come-averaging involves additional check- 

ing and e@uditing, the holding open of 
statutes of limitation, and the problems: 
of transition into and out of an averaging 

plan. On the other side, however, it is 

often urged that many of the most difficult 

technical problems in allocating income 

and expense items among years would be 

eliminated or made of minor importance if 

income were averaged. 


HISTORICAL EXPERIENCE WITH AVERAGING 


In the light of the advantages of averag- 
ing one might well ask why we lack a full- 
fledged averaging system. If the test-of-the 
cooking ji ing, it may be useful to 
‘examine the use which has been, and is 
being, made of various averaging devices 
in the United States and abroad, to see 
how they have worked out in practice and 
thereby to throw light on the desirability 
of their more extensive use here in the 
future. 

Great Britain has had the longest expe- 
rience with averaging. The first income tax, 
enacted in 1799, permitted the computa- 
tion of the tax on the average business 
profits of the three years preceding the 
year of assessment and similar provisions 
were contained in all subsequent acts until 
1926. In part at least, however, this aver- 
aging was not allowed for the purpose of 
avoiding excessive taxes on fluctuating in- 
come, but appears also to have been a 
device to assist in the estimation of current 
income and the prevention of tax evasion.” 
A major difficulty encountered in averag- 
ing in Great Britain was that taxpayers 


6 39 George 3, c. 13. 
7 Spaulding, H. G., The Income Tax in Great Britain 
and the United States, London, 1927, p. 225. 
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were often subject to burdensome 
liability in years when they had relativel: 
little income or no income at all. Various 
methods of avoiding this difficulty were 
tried from time to time.* Some discrimi- 
nated in favor of fluctuating income as 
against stable income. None seemed to be 
successful, and in 1870 the Commissioners 
of Inland Revenue stated that “we doubt 
whether any rule of change could be de- 
vised for such cases which would do justice 
both to the taxpayer and the revenue so 
long as the system of averaging is pre- 
served.”® No action was taken at that 
time, however, to eliminate averaging. 

When the problem was reconsidered in 
1905 by the Departmental Committee on 
Income Tax, the inequity resulting in some 
years from an assessment’s being larger 
than current income was again recog- 
nized.!° In view of the long existence of the 
averaging provision, however, it was rec- 
ommended that unless public opinion dis- 
approved, the averaging system should be 
retained. 

In 1920 the Royal Commission on the 
Income Tax found that public opinion was 
opposed to averaging and this fact, to- 
gether with the anticipated simplification 
of administration which would result if 
averaging were eliminated, convinced the 
Commission that the income tax should be 
assessed on the preceding year’s profits 
only." The effect of variation in incomes on 
tax-paying ability was, however, not over- 
looked, for it was recommended that for 
purposes of equity a five-year net loss 
carry-forward should be permitted. This 
change was made in the law in 1926" and is 


8 Atlas, Martin, “Average Income and Its Use in 
Taxation,” THe AccounTING REVIEW, June, 1938, pp. 
125-127. 

® Report of Commissioners of Inland Revenue, 1870, 

128 


10 Report of the Departmental Committee on Income 
Tax, London, 1905. 

11 Report of the Royal “Seago = the Income 
Tax, 1920, sec. 7, par. 4 p.1 

Finance Act of 1926 (16 17 22); 
secs, 22 and 33. 


e basis upon which the British Income 
ax is now imposed. Under the operation 
of this system a loss may be offset against 
the income of the prior years" and any bal. 
ance of loss not thus offset may be carried 
forward for a period of five years,” thus 
spreading the loss over a possible seven 
years in all. To the extent that the loss js 
not completely offset against income in 
this period the portion of loss representing 
depreciation may be carried forward stil] 
further, 

_ The British experience thus has been 
one of a long use of a three-year moving 
average,!* finally abandoned after a num- 
ber of careful studies, and replaced by a 
loss carry-over together with a one-year 
carry-back. 

The Commonwealth of Australia, after 
revisions of the initial [egislation,® in 
1923" applied an averaging procedure to. 
all taxpayers except companies. The in- 
come of fivé years, including the most re- 
cent year, was averaged and this average 
amount used to determine the rate of tax, 
which was then applied to the actual in 
come of the current year. The Australian 
law sought to meet some of the problems 
of imposing a higher tax in a year when 
income is low by providing that when tax- 
able income has been permanently reduced 
to an amount which is less than two-thirds 
of average income the tax shall be applied 
on the basis of this reduced income.”* 

18 This loss carry-back provision dates from the 
Customs and Excise Act of 1890, 53 and 54 Victoria, c. 
7 the British loss setoff provisions are here restated 
in a form as nearly comparable as le with 
American ea ee rovisions. Under the British method of as- 

yer is commonly said to be allowed 
prays cal reer hie | losses for six years. See Tolley’s 


Tax ual for 1943-1944, 28th ed., London, 1943, 
p. 15 (VI), note 2. 

1% In some instances under Schedule A, five-year, 
seven-year, and even yrange averages have been 
used. See Spaulding, op. cit., p.2 

18 Income Tax Assessment et of 1922 (No. 37 of 
1922), sec. 13. 

17 Income Tax Assessment Act of 1923 (No. 27 of 
1923), sec. 3. 

18 Income Tax Assessment Act of 1936 (No. 27 of 
1936), sec. 155. 
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After averaging was adopted provision 
was made in the Commonwealth law for 
carrying forward business losses against 
the profits of the four succeeding years.’ 
Some of the income taxes of the Australian 
States also had carry-over provisions.”® 

In the Third Report of the Royal Com- 
mission on Taxation, issued in 1934, the 
Commission called attention to the com- 
plications, special records, and errors 
which are involved in the averaging of in- 
come.” Moreover, it questioned the equity 
of the provision on the ground that the 
average rate benefited the taxpayer who 
was in better position to pay and penalized 
the taxpayer whose income had declined. 
It reported that all witnesses representing 
the Commonwealth and State Tax De- 
partments ‘‘were emphatic and unanimous 
in advocating its total abolition, and none 
of them viewed with favor the proposal to 
retain it for the benefit of any class or 
classes of taxpayers.’** The State Tax 
Commissioners also made it clear that they 
were not prepared to recommend averag- 
ing for State purposes. The only witnesses 
who strongly favored continuance of aver- 
aging were those representing the primary 
producers. A decisive majority of witnesses 
representing other classes of taxpayers was 
of the opinion that averaging should be 
abolished. On the basis of this evidence 
the Commission recommended retention 
of averaging for primary producers only. 
‘ Following the Royal Commission rec- 
ommendation, ‘averaging was abolished 
effective June 30, 1938, except for primary 

producers.” 

Averaging received a brief test in the 
United States when the Wisconsin State 


Income Tax Assessment Act of 1938 (No. 26 of 
15(b). 
As of 1934, New South Wales, Queensland, South 
tng and West Australia had such provisions. 
" Third Report of the Royal Commission on Taxa- 
tion, 1934, sec. XXXIIT, par. 634, p. 110. 
Ibid, , par. 636. 
™ Income Tax Assessment Act of 1936 (No. 27 of 
1936), sec. 157. 
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Legislature in 1927 changed the base of the 
income tax to a three-year moving aver- 
age.* The plan got off to a bad start be- 
cause the effects of averaging were con- 
fused in the public mind with an increase 
in taxes attributable to the transformation 
of the personal exemption into a tax credit. 
The early onset of the depression caused a 
large proportion of taxpayers to be subject, 
in a period of little or no income, to rela- 
tively high tax liabilities based on average 
income. To the attendant hostility of the 
public was added the administrative diffi- 
culty of collecting large amounts of delin- 
quent taxes. The situation was further 
complicated by legal difficulties in impos- 
ing taxes under the averaging system after 
death of the taxpayer or his removal from 
the State.* The 1931 legislature enacted 
legislation for gradual transition from 
averaging which was completed by 1934, 

“A narrowly restricted averaging provi- 
sion was introduced into the Federal in- 
come tax law in the Revenue Act of 1939. 
This averaging device was restricted to 
use if 95 per cent of the compensation for 
personal services rendered over a period 


of five or more calendar years | was post- 


Poned the completion of the services. | 
was provided that in such cases the tax 


attributable to such compensation should 
not be greater than the total that would 
have been paid if the compensation had 
been received in equal portions over the 
years of service. "The purpose of the 
vision was to relieve the hardships be:ieved © 
to exist when the compensation of writers, | 
inventors, lawyers, and others is received | 
in full upon completion of a long period of ' 
work. Averaging is optional with the tax- 
payer. Under the Revenue Act of 194277 
the five-year period was reduced to 36 


Laws of the R Sessio: of 


230 N.W. 


m, 
Wisconsin Tax Commission, 1934, pp. 111-1 
See Fitch v. Wisconsin Tax 


37. 
% Sec. 220(a) (I.R.C., sec. 107). 
27 Sec. 139(b). 
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months, and the 95-per cent requirement 
was reduced to 80 per cent. 

This application of averaging is of inter- 
est because of its experimental nature but 
is hardly of great significance for the field 
of income as a whole because of the narrow 
scope of the cases included. 

The Federal income tax law has sought 
to lessen the higher tax on fluctuating in- 
come through the allowance of net loss 
carry-overs for most of the years since 
1918. Such carry-overs were provided only 
for losses from a trade or business. The 
first adjustment of this kind was in the 
Revenue Act of 1918,%* which provided 
that if a net loss were suffered during tax- 
able years beginning after October 31, 
1918, and ending before January 1, 1920, it 
could be carried back against income of 
the preceding year, and any unused por- 
tion could then be carried forward against 
income of the following year. This adjust- 
ment probably was not of substantial im- 
portance, because the year 1919 was gen- 
erally a very good year. 

Another significant type of adjustment 
was provided for the taxable year 1918. 
With respect to that year a claim could be 
filed for loss in the value of inventory 
whether or not the loss had been realized 
by disposal of the inventoried goods. How- 
ever, in application, this adjustment prob- 
ably did not provide very substantial re- 
lief, since in general the price collapse 
which led to large losses did not occur until 
1920 and 1921. 

The Revenue Act of 1921* provided that 
a net business loss could be deducted from 
the net income of the succeeding two years. 
Similar provisions remained a part of the 
Federal income tax law until 1932, at 
which time the carry-over was limited to 
one year.*® It was eliminated entirely by 
the National Industrial Recovery Act* in 


28 Sec. 204(a) and (b). 

2® Sec. 204(a). 

% Revenue Act of 1932, sec. 117(b). 
Sec, 218(a). 


1933 and not reintroduced until the Rey. 
enue Act of 1939.” 

As this brief resume indicates, there has 
been no experience in the Federal income 
tax with averaging of positive incomes of 
corporations as distinguished from the 
carry-over and carry-back of losses. When 
there are no exemptions and the tax is im. 
posed at a flat rate, the effects of carry. 
overs and carry-backs are in operation 
nearly the equivalent of averaging. 

This is not the case when rates are pro- 
gressive. At the present time the effective 
rates of our corporation taxes are progres. 
sive up to corporate income levels of $50, 
000. Small corporations, accordingly, do 
not derive as much benefit from carry: 
overs and carry-backs as they would from 
averaging positive as well as negative in- 
comes, for an equivalent number of years, 
However, since small corporations in gen- 
eral show more fluctuation between years 
of loss and years of income they derive 
relatively more benefit from loss carry- 
overs and carry-backs than do large cor 
porations. 


WORLD WAR II EXPERIENCE IN 
THE UNITED STATES 


Our most recent and, for that reason, 
most interesting experiment with averag- 
ing devices is in the form of carry-overs 
and carry-backs of losses and unused ex 
cess-profits credits for determining the 
taxes of World War II. The carry-forward 
of losses, as I have just indicated, had been 
restored in 1939. For years beginning with 
1940 a two-year carry-over of unused ex 
cess-profits credits was provided.™ The 
effect of this carry-over was to assure that 
the corporation would derive full benefit 
from all its excess-profits credits, if profits 
were low in an early year of the war and 
high thereafter. The corporation would, of 
course, lose a part of its credit if the early 


® Sec, 211(b) (LR.C., sec. 122). 
# Excess Profits Tax Amendments of 1941, sec. 2(6) 
(I.R.C., sec. 710(c)). 
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year were the high year and a later year of 
the war were the low year. 

This circumstance was taken care of in 
the Revenue Act of 1942** which provided 
a two-year carry-back of losses and of un- 
used excess-profits credits to years begin- 
ning after December 31, 1940. This carry- 
back, however, was not limited specifically 
to war years and its effect in averaging 
wartime income over the period of the war 
was probably an incidental result rather 
than a basic purpose of the legislation. 

The carry-backs were placed in the law, 

‘in lieu of specific reserves, at a time when 
efforts were being made to provide a satis- 
‘factory means of charging against war- 
time income such postponed wartime ex- 
penses as deferred maintenance, reconver- 
sion costs, and the like. Similarly, the 
| carry-backs provide a means for charging 
| inventory losses against the income of the 
' war years. In the absence of any provision 
these expenses and losses would be charge- 
able at a time when there might be no in- 
come and when tax rates, considering both 
the income tax and the excess-profits tax, 
might be much lower, although such costs 
and losses would be equitably a proper 
charge against the income of the war years, 

More generally, the carry-backs achieve 
another appropriate purpose in that they 
provide an offset against wartime income 

jof war-caused postwar losses or of war- 
caused postwar reductions in income be- 
low the excess-profits credit level. In those 
cases in which wartime production may. be 
used to supply postwar needs or in which 
competing facilities may have been devel- 
oped, losses or lower profits after the war 
may result directly from wartime produc- 
tion. It may be argued that such losses or 
reductions of income are proper charges 
against wartime profits. 
The carry-backs may not carry out 
these purposes completely. To be effective, 
deferred costs or expenses must occur 


* Secs. 153(a) and 204(b) (I.R.C., secs. 122(b) and 
710(c). 
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within two years after the receipt of war- 
time profits. There are, of course, some cir- 
cumstances in which taxes for years prior 
to or subsequent to the loss in question 
could be affected by the carry-backs. It is 
too soon to tell whether the period allowed 
will be too short or too long. Moreover, to 
be completely effective, the carry-backs 
must remain in operation until the bulk of 
reconversion and readjustment has been 
completed, whether or not the excess- 
profits tax is repealed. 

The carry-backs are crude in another 
respect. They are not a precision instru- 
ment which can separate out war-caused 
expenses and war-caused losses from usual 
and ordinary expenses. Any losses or re- 
ductions in income below the excess-prof- 
its credit bring the carry-backs into oper- 
ation, yet the averaging of income earned 
during the war with normal or usual losses 
or declines iri income sustained after the 
war violates the objective of taxing war- 
induced excess-profits heavily. 

The mere fact that a loss is incurred 
after the war is no evidence that it is nec- 
essarily a war-caused loss. Corporations 
in the aggregate have earned high net 
profits after taxes for five consecutive 
years, probably an unprecedented experi- 
ence in corporate history. 

Interruptions of this high profit experi- 
ence by a postwar loss would not necessar- 
ily indicate an unusual or war-caused event 
but might merely reflect the regular course 
of economic developments. Only if the loss 
were unusually severe because of the war 
could a case be made for reducing wartime 
taxes on account of the loss. This generos- 
ity allowed by the carry-backs with respect 
to postwar losses extends also to postwar 
reductions of income below the excess- 
profits credit. 

The carry-back of excess-profits credits 
is generous also in another respect. This 
generosity arises from the fact that an 
excess-profits credit may be substantially 
larger than the earnings of the corporation 
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in the prewar period. This larger credit 
may result from the application of the 
growth formula, the 75-per-cent rule, the 
invested-capital credit, or relief under Sec- 
tion 722. 

These adjustments of the credits may be 
entirely appropriate in arriving at income 
to be subjected to the excess-profits tax 
in time of war, especially in the light of the 
very high rates which apply to income 
designated as excess profits. Furthermore, 
if the income is brought below the level 
of the excess-profits credit because of de- 
ferred expenses or other war-caused reduc- 
tions in income, it is no doubt proper to 
correct the wartime income through the 
carry-backs. But to the extent that earn- 
ings simply fall off in amount while re- 
maining above their peacetime level there 
is room to question whether the corpora- 
tion should receive a tax refund out of its 
wartime profits. Yet the development of a 
high credit far above the prewar experience 
of a company results in a carry-back 
against excess profits and a refund in such 
a case. 

The objection is most valid in the case 
of the invested-capital credit. Many con- 
cerns using this credit not only receive 
free from excess-profits tax much larger 
profits than they earned before the war— 
or perhaps ever received—but in effect 
will have their profit level artificially 
maintained by the carry-backs in the post- 
war years. For example, one firm with 
average base-period earnings slightly over 
$50,000 before taxes would, if it had zero 
income in one year, receive nearly a half 
million dollars of tax refunds. Two other 
corporations that have come under obser- 
vation had no base-period earnings and 
would receive between $800,000 and $900,- 
000 each in tax refunds if they earn no in- 
come in one year. Still another corporation 
with base-period income of $34 millions 
would, if it had zero income in a year sub- 
ject to the carry-backs, receive $18 mil- 


lions, whereas another company with aver: 
age prewar earnings of $2} millions would 
receive $54 millions. These cases, not 
necessarily the worst, indicate that the 
carry-backs under some circumstances 
may provide tax refunds from the govern- 
ment of amounts far exceeding prewar 
average earnings, or even in some cases, 
earnings of the best year in the base 
period. 

The criticism of the carry-back of un 
used excess-profits credit is less valid in 
the case of a credit corrected through See- 
tion 722 or even through the growth for- 
mula or the 75-per-cent rule, although 
these latter are mechanical methods which 
almost certainly overstate the really nor- 
mal credit in numerous cases. 

It has been urged that corporations sub- 
ject to the 80-per-cent rate limitation do 
not fare well under the unused-credit 
carry-back. Under this carry-back a cor- 
poration subject to the 80-per-cent limit 
might have to pay more tax instead of re- 
ceiving a refund, if, after applying the 
carry-back, it was still subject to the limit. 
This peculiar result arises because the 80- 
per-cent limit applies to total taxes prior 
to the deduction of the postwar refund of 
10 per cent of excess-profits taxes. In de- 
termining what portion of the 80-per-cent 
tax is the excess-profits tax, the normal 
tax and the surtax are subtracted from the 
total gross tax and the balance is excess- 
profits tax. The larger the excess-profits 
credit, the larger the normal tax and sur- 
tax, and the smaller the excess-profits tax. 
The smaller the excess-profits tax and 
hence the 10-per-cent postwar refund, the 
larger the net tax after deducting the post- 
war refund. 

A carry-back of excess-profits credit in 
such a case diminishes the amount of ex- 
cess-profits tax, increases the amount of 
normal tax and surtax, and decreases the 
10-per-cent postwar refund. The corpora- 
tion would have its net tax increased by 
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the amount of the cancellation of its 10- 
per-cent refund. However, if the carry- 
back is sufficiently large to bring the cor- 
poration out of the 80-per-cent limit, this 
anomalous effect rapidly disappears. 

The failure of a corporation subject to 
the 80-per-cent limit to receive benefits 
from the carry-back of unused credit 
should be considered in the light of the 
benefit the 80-per-cent limit has already 
conferred. Such a corporation has received 
a reduction, often very substantial, in its 
wartime taxes by virtue of the limit. 

The carry-backs present another prob- 
lem in that refunds may be made in cir- 
cumstances in which there can be no justi- 
fication. Consider, for example, a corpora- 
tion established solely to produce wartime 
goods and not reconverted to postwar 
peacetime business. Instead of being liqui- 
dated immediately after its war business is 
completed, the corporation can be kept 
alive, and under present law would be 
entitled to a carry-back of its excess-prof- 
its credit against wartime income of the 
two previous years. 

There may also be possibilities of manip- 
ulation in which losses or reduced in- 
comes are made to appear in a year when 
a carry-back could be used to advantage. 

The carry-backs have been urged as a 

ubstantial measure for easing the read- 
ustment and reconversion problem; there 
ms to be little or no evideace that they 
ere designed for this purpose. The prob- 
lem of readjustment from wartime to 
peacetime business is, to a considerable 
extent, a cash problem. Refunds payable 
by virtue of the carry-backs cannot be 
made under present law until the claim 
has been filed after the year in which the 
loss or unused credit arises. Yet the-need 
for cash will be felt during the year of 
loss, not some time later, and even while 
the loss is being suffered the corporation 
may have to borrow to pay its tax liabili- 
ties of the preceding year. How serious this 
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problem is will depend on the working- 
capital position of corporations. Recent 
data of the Securities and Exchange Com- 
mission indicate that, in the aggregate, 
working capital is the largest in corporate 
financial history.** In addition, the govern- 
ment has provided generous aid for recon- 
version financing in various cases. Never- 
theless, if working capital is frozen in in- 
ventories or receivables, there may be 
specific instances of cash shortages which 
would be alleviated if the benefits of the 
carry-backs could be made available more 
promptly. 

A general disadvantage of carry-backs 
is that they involve payments of refunds 
from the Treasury to taxpayers. Although 
the objectives of these refunds are proper, 
there may be a feeling after the war that 
such refunds constitute a special benefit 
to corporations which earned excessive 
profits during the war. 


WORLD WAR II AVERAGING DEVICES 
IN CANADA AND GREAT BRITAIN 


Since Canada and Great Britain have 
faced much the same wartime tax prob- 
lems as we have, it may be helpful to 
examine their wartime methods of averag- 
ing. In Canada a carry-forward of one- 
year’s loss has been allowed against income 
earned in taxable years ending in 1942 and 
1943.%* In the Budget Speech of June 26, 
1944, a somewhat iifferent plan was sug- 
gested. For losses sustained in taxable 
years ending in 1944 and subsequently, a 
one-year carry-back of loss is allowed un- 
der this plan and any unused balance of 
loss may be carried forward for three years. 
In this connection, the Minister of Finance 
stated: “We cannot shut our eyes to the 
fact that with the change from war to 
peace many firms may encounter tempo- 
rary losses and under our present practice 


% “‘Working Capital of U. S. Corporations,”’ Statis- 
tical ay, No. 742. 
36 Income War Tax Act, sec. 5(p). 
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taxes paid over the whole period of war 
and readjustment may bear considerably 
higher rates to the full realized income 
than those prescribed in the law. I am 
particularly concerned lest for this reason, 
when the time comes to replace war in- 
dustries with peace industries, business 
enterprises should be handicapped in mak- 
ing the necessary changes or should be 
hesitant rather than prompt in action. ...” 

It is worthy of note that the emphasis 
in this new proposal is upon the correction 
of wartime income in so far as the one- 
year carry-back is concerned, whereas the 
three-year carry-forward is for the purpose 
of looking ahead and giving relief to peace- 
time industry. It will be observed that 
Canada has neither a carry-forward nor a 
carry-back of unused excess-profits credits. 

Another adjustment was suggested in 
the 1944 Budget Speech regarding war- 
time income. This was a suggested pro- 
vision that half of the expenditures on 
maintenance and repairs incurred in a 
period to be fixed by order in council may 
be charged against income of a preceding 
taxable period, but to no year earlier than 
one ending in 1943. 

The Canadian law also provides for a 
reasonable inventory reserve against fu- 
ture depreciation in inventory value.”” 
This reserve is allowed solely for purposes 
of determining excess-profits taxes. This 
reserve cannot provide for price decline 
below inventory prices at the end of tax- 
able years ending in 1939, or in August, 
1939, whichever time is earlier. Under the 
proposal any unused balance in the re- 
serve when the excess-profits tax act be- 
comes inoperative may be applied against 
any inventory price decline in the following 
year, and if not used then is to be added 
to the income in the last year that the 
excess-profits tax act applied to the tax- 
payer. 


37 Excess Profits Tax Act, sec. 6(b). 


In the British law, losses and unused 
excess-profits credits arising in the period 
when the excess-profits tax is in operation 
may be completely offset against taxable 
excess-profits.** These deficiencies are first 
carried backward until excess-profits are 
exhausted and then forward, with an ap- 
propriate allowance for the increase in the 
rate of excess-profits tax in 1940 from 60 
to 100 per cent. These carry-backs and 
carry-forwards do not extend beyond the 
period during which the excess-profits tax 
law is in operation. However, it was stated 
by Sir Kingsley Wood in the Parlia- 
mentary Debate of 1943 that reconversion 
costs will be allowed as a deduction in 
computing excess-profits tax if the tax is 
repealed before these costs are incurred.” 


CONCLUSION 


This survey of the use of averaging and 
averaging devices is too limited to justify 
definitive conclusions, but a few observa- 
tions may not be out of order. Although, 
of all averaging devices, outright averag- 
ing provides the most complete equaliza- 
tion of tax load between fluctuating and 
stable incomes, it has lost rather than 
gained ground in the English-speaking 
countries whose tax systems. have been 
examined. After very long use and several 
reappraisals it was abandoned in Great 
Britain. After a shorter trial its use was 
minimized in Australia. It has not been 
adopted in Canada. The Wisconsin ex- 
periment could hardly have been more ill- 
timed, as matters turned out, and may not 
indicate what would have been the result 
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38 Finance Act (N6. 2) of 1939 (2 and 3 George 6, 
c. 41), sec. 15. 

% Sir Kingsley Wood, Parliamentary Debate, April 
12, 1943, pp. 960-982. The British have no specific in- 
ventory reserve adjustment. Apparently they have 
made some provision, in the administration of their 
law, for deferred maintenance. 
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| aging, but have not dismayed them. New 
| methods of averaging have been developed 
| that meet some of the objections to the 
| moving average, and other improvements 
can no doubt be made. Nevertheless, the 
administration and compliance problems 
of even the most promising methods of 
averaging remain a major impediment, 
especially with respect to the individual 
income tax, which is unfortunate since 
under the individual income tax the pro- 
gressive rate-scale and the relative un- 
importance of losses make such partial 
devices as the loss carry-over largely in- 
effective. 

For business income the spreading of 
losses through carrying of losses from 
years of loss to years of gain is the averag- 
ing device that has been preferred in these 
countries. The period for spreading losses 
in Great Britain is seven years, including 
in addition to the year of loss a one-year 
carry-back and a five-year carry-over. In 
the Commonwealth of Australia losses are 
spread over five years by means of a four- 
year carry-over. The recently proposed 
spread in the Dominion of Canada would 
be temporarily five years, including a one- 
year carry-back and a three-year carry- 
over. Under the two-year carry-back and 
the two-year carry-over in the United 
States the spread is likewise five years; it 
may be even longer under certain circum- 
stances. 

' In peacetime, countries other than our 
own have limited the carry-back to one 
year, if they allowed it at all, and the mis- 
givings about our own carry-backs are such 
as to raise a question as to their desira- 

\ bility for peacetime use. The new business 
mney benefit from the carry-back, but 
|would be benefited by a longer carry-over, 
especially in view of the tendency of 
businesses to suffer losses in the early 
“years. The dying or liquidating business 
, cannot use the carry-over but would be 
| benefited by the carry-back. For other 
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businesses it is hard to forecast whether | 


the carry-over or the carry-back would 
confer the greater benefit. However, the 


carry-over has the merit of permitting the | 


closing of tax years without delay and of | 
minimizing manipulation to secure the — 


maximum benefit and avoid taxes. Under 
carry-overs, carry-backs, and actual aver- 
aging, the problems of predecessor and 
successor corporations and corporate ac- 
quisitions to reduce tax are present and 
must be met, even though arbitrarily. 

Fluctuations of business incomes are 
sometimes classified roughly into the sea- 
sonal and the cyclical. To these are added 
the life cycle of the business unit. The 
annual income-period averages out the 
seasonal fluctuations. Few who favor aver- 
aging devices would cover the whole life 
period of the business firm although, un- 
happily, for many businesses no long 
period would be involved. Cyclical move- 
ments are of various lengths. The two-year 
carry-over of the prewar Federal law 
would be sufficient for the shorter cycles, 
but is too short for the longer and more 
important cycles and, accordingly, too 
short to meet a substantial part of the 
problem. 

If an averaging device such as the carry- 
over is to serve its functions of increasing 
tax equity and encouraging business in- 
vestment and expansion, it must be 
adopted as firm policy to be retained in 
good times and bad. It would be worse to 
adopt a long carry-over, or other longer- 
term averaging device, and thereafter to 
abandon it when loss periods were ex- 
perienced than to delay lengthening the 
period until there was a general under- 
standing and resolution to retain the de- 
vice as a continuing element in the tax 
system. 

I am sure you would like me to tell you 
what is going to happen to the wartime 
carry-backs and to averaging devices for 
the postwar tax revisions. I would like to 


= 
‘ 
erva- 
ough, 
erag- 
aliza- 
and 
than 
aking 
been 
veral 
reat 
was 
been 
ex- 
e ill- 
y not ; 
esult 
cious 
esent \ 
aVer- 
rge 6, 
April 
fic in- 
have 
their 
| 
| 
| 


96 The Accounting Review 


tell you. I wish I knew. But tax revision is 
a matter for Congressional action. As you 
no doubt have learned, the Congressional 
Joint Committee on Internal Revenue 
Taxation instructed its staff and requested 
the Treasury staff to work together as a 
unit on the problem of tax adjustments for 
the transition and postwar periods. The 
studies being carried on have not yet 
reached the point of a report to the Joint 
Committee. So it would be inappropriate 
for me to go into the part which averaging 
devices might play in a postwar tax pro- 
gram. The matter is being given careful 
study along with other aspects of the post- 
war tax problem, and any suggestions 
which any of you may care to make on this 
question or any other involved in the 
study will be most welcome and will be 
carefully considered. 

Suggestions have already been made by 
a number of groups. Several plans provide 
long periods of carry-over of losses.“ One 
or two would introduce averaging for some 


“For example, Postwar Taxes, The Twin Cities, 


or all types of income, notably for capital 
gains.“ This evidence of interest in the 
averaging problem is significant, because 
in the many tax revisions and the great 
amount of tax study that has been carried 
on in the United States over the years, 
relatively little time and thought have 
been devoted to methods of overcoming 
the disadvantages for tax purposes of the 
annual accounting year. Yet the potential 
importance of such methods in terms of 
equity and sound economic effects is so 
great that much more attention to them is 
justified for the future than has been given 
to them in the past. It may well be thata 
good averaging device applying over an 
adequate period of years would be worth 
quite a few percentage points in the tax 
rate-scale in furthering the realization of 
our tax and economic objectives in the 
postwar world. 


Plan, St. Paul, Minnesota, 1944, p. 13; and Groves, 
Harold M., Production, Jobs and Taxes (Committee for 
Economic Development Research Study), New York, 
1944, pp. 3, 58-61. 

4. Groves, op. cit., pp. 5-6, 75, 84-86. 


TREATMENT OF INCOME TAXES IN COR- 
PORATION INCOME STATEMENTS 


Howarp C. GREER 


HE provision for income and excess 

; profits taxes has become a very im- 

portant item in the income state- 
ment of most corporations. In determining 
the amount, description, and placement of 
this item in the statement, the following 
questions may require consideration: 

(1) Should Federal and state income and 
excess profits taxes be treated as (a) a 
cost of doing business, or (b) a distribution 
of profits? 

(2) If the earnings of an enterprise for a 
fiscal period are partly from ordinary 
operations and partly from special non- 


recurring transactions, should the amount 
of tax applicable to each class of earnings 
be separately deducted from such earnings, 
or should all earnings of the enterprise 
first be combined into one figure, and the 
total income and excess profits tax de- 
ducted in a single sum? 

(3) If an allocation of the tax total be- 
tween classes of income is permissible, may 
the same principle be applied if one class 
of transactions has resulted in a profit and 
the other in a loss? That is, may the state- 
ment be arranged to show the saving in 
taxes as a deduction from the loss, while 


the full tax without benefit of the saving is 
deducted from the profit? 

(4) Is the situation altered if the income 
charge or credit (before taxes) is carried 
in one case to the profit and loss account, 
and in the other case direct to the surplus 
account? 

(5) If the amount set up for income and 
profits taxes, and charged against income 
in the current fiscal year, is greater or less 
than the tax actually applicable to income 
earned in the current year (because of ex- 
cessive or inadequate provisions for taxes 
in prior years), should the income state- 
ment show separately the amount of the 
tax on current profits, whether greater or 
less than the total tax provision? 

This memorandum suggests a possible 
answer to each of the above questions, with 
a brief argument in support of the position 
taken. The approach is strictly tentative, 
with the primary objective of suggesting 
a consistent philosophy to be applied to 
these somewhat related questions. A more 
acceptable solution may be developed: by 
further study and discussion of the prob- 
lem. 

QUESTION 1 


Charges against income should be segre- 
gated between (a) those costs, expenses, 
and losses sustained in the production of 
income, including payment for all personal 
services rendered, and (b) payments and 
allocations to various classes of equity- 
holders for the use of the capital con- 
tributed by them. Salaries and wages, 
property taxes and licenses, and other 
costs of production and distribution func- 
tions are of the first class. Interest, divi- 
dends, and residual profits are of the 
second class. 

Is a tax on net income or profits of the 
first or the second class? Do Federal and 
State governments levying such taxes 
stand in the position of servants to the 
corporation, or of holders of an equity in 
its property and earnings? 
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The answer plainly is a matter of the 
point of view. It must be decided whether 
a claimant which takes a large portion of 
the corporation’s profits when profits are 
realized, and takes nothing when there are 
no profits, has more of the attributes of 
an equity-holder than of a supplier of 
goods or services. 

The concept of the government as 
owner of a share in the corporate enter- 
prises created under its authority can be 
harmonized with other accounting con- 
cepts without too great difficulty. It is 
true that the ‘‘equity’’ of the government 
does not appear with any stated “‘value” 
on the liability side of the balance sheet. 
This, however, may be said merely to re- 
flect the fact that ‘‘equity” of the govern- 
ment is not in the property, but in the 
earnings, of the corporation. 

The existence of this claim might well 
be shown by a balance-sheet caption, in 
the equity group, indicating the claimant 
governmental units and the extent to 
which they currently participate in profits. 
It would not be necessary to place a 
balance-sheet “‘value’’ on the claim, but 
merely to mention it. This would put 
holders of junior securities on notice of 
the substantial claims ranking with (or 
ahead of) theirs. 

The concept of an 85-per-cent excess 
profits tax as a ‘“‘cost of doing business” is 
somewhat strained. The average corpora- 
tion has no other cost of so large and un- 
certain amount. There is no possibility of 
including such an item in calculations of 
product costs, or in measuring the profit- 
ableness of individual product prices. The 
performance of such a factor in a series of 
cost calculations would be so erratic and 
unpredictable that it could not be treated 
like any ordinary cost, either in calcula- 
tions or in policy-making. 

It might be argued that a tax based on 
gross income should be regarded as a fee 
for the privilege of doing business and 
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treated accordingly. Even a tax on net 
income, if of very minor amount, might 
be similarly handled. Income and profits 
taxes on the scales now current are far too 
large for inclusion among costs of opera- 
tion without distorting them beyond sig- 
nificance or usefulness. 

Presentation in the income statement 
would be greatly facilitated if accountants 
could agree on a terminology which would 
designate by distinguishable titles (a) the 
amount of profit or loss resulting from the 
utilization of the company’s properties, 
before allowances for interest, income 
taxes, and dividends; and (b) the amount 
remaining for distribution or allocation to 
the stockholders of the enterprise, after 
paying service charges currently due to 
creditors and other equity holders (such as 
the government). The writer has suggested 
elsewhere that the first of these amounts 
might be designated as “earnings” and the 
second as “profits.’”’ Any suitable terms, 
equally distinguishable, would serve the 
purpose, if generally adopted and well 
understood. 


QUESTIONS 2 AND 3 


If the concept of income taxes as a 
“distribution of earnings” is a satisfactory 
one, it follows that a logical presentation 
of an income statement would require: 
first, the assembly and totaling of all 
“earnings” of every description; second, 
the separate and subsequent presentation 
of the distribution of such earnings, in the 
form of interest, income taxes, dividends, 
or otherwise. 

Under such an arrangement it would be 
no more logical to attempt to assign the 
income tax in fractions to various items of 
income than to assign similarly the interest 
on borrowed money, or the dividends on 
the corporation’s stock. 

It may be argued, of course, that a tax 
based on income has a direct relationship 


to the income, and should be presented 
accordingly in the income statement. This 
would be a forceful contention if it were 
conceded that the income taxes should be 
considered as a cost of doing business. An 
attempt to apply this theory in practice 
exposes its potential difficulties. 

If a corporation owes a certain aggregate 
sum for income and excess profits taxes on 
its entire operations for a year, must it be 
assumed that each dollar of income is 
subject to the same rate of taxation, re- 
gardless of its nature or source? Could it 
be argued that income from the ordinary 
operations of the business should bear the 
first and lower tax impositions, and that 
special supplementary income should carry 
the tax falling in the higher brackets? 
Should the amounts of invested capital 
employed in producing the various classes 
of income be considered in allocating the 
excess profits taxes? Among such inviting 
alternatives, argument and supposition 
could run riot. 

The difficulty is further emphasized 
when one or more of the income classifica- 
tions has produced a result on the plus 
side of the ledger, while another or others 
show up on the minus side. If an allocation 
of the taxes by classes of income is per- 
missible, the corporation logically should 
be permitted to charge a hypothetical tax 
against the plus result, and deduct the 
difference between the hypothetical and 
the actual tax (as a tax saving) from the 
minus result. 

If an income tax is logically considered 
as a cost of doing business, it is difficult 
not to argue that the cost should be in- 
cluded in a statement of operating results, 
even though the theoretical tax burden is 
partly or wholly avoided through non- 
operating losses or special transactions not 
related to the normal conduct of the busi- 
ness. Yet the inclusion of hypothetical tax 
amounts introduces into the income state- 
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ment an item of imaginary nature, such as 
accountants have long sought to eliminate 
and avoid. 

A sound position might be that the in- 
come statement should not contain any 
amount for income and profits taxes other 
than the provision actually required in the 
current year to cover a genuine tax lia- 
bility, estimated as accurately as possible 
according to the results of the enterprise 
as a whole. Except in extraordinary cir- 
cumstances, this provision should not be 
subdivided and separately assigned to 
various classes of income, but should ap- 
pear in one sum, as the government’s 
portion of earnings after expenses and 
losses and interest payments to creditors. 

An exception to the “no segregation” 
rule might be made in cases in which the 
kinds and amounts of income taxes result- 
ing from different classes of transactions 
are clearly distinguishable. For example, 
if the profit of a corporation is made up 
in part of earnings subject to ordinary in- 
come taxes, and in part of capital gains 
subject to a specia: capital-gains tax, it 
should be permissible to show these two 
segments of the income statement inde- 
pendently, combining the net profits:after 
deduction of taxes, instead of combining 
the gross earnings and subtracting the 
combined income and capital-gains taxes. 
In other words, if the taxes are of such a 
nature that their incidence is clearly sep- 
arable, it may contribute to a more in- 
formative presentation to assign them 
separately in this manner. 

The correct amount of the total pro- 
vision which may be shown as a charge for 
the current year remains for consideration. 
This is discussed later in this memoran- 
dum, in the answer to Question 5. 


QUESTION 4 


The best answer to this question is that 
Income charges and credits should never 
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be carried direct to the surplus account. 

The most useful presentation of cor- 
porate income is one in which all items of 
profit or loss reflected in the accounts for 
a given year are carried into the income 
statement for that year. This was recog- 
nized in the ‘Tentative Statement of 
Accounting Principles” proposed by the 
American Accounting Association nearly 
ten years ago. It is becoming more and 
more the accepted practice in the presenta- . 
tion of corporate financial statements. 

Earned surplus is a balance-sheet item 
representing the undistributed profits of 
the enterprise at the year-end. An analysis 
of changes in this account during the year 
should contain only (a) the profit balance 
for the year, after all additions and de- 
ductions; (b) dividends and other distri- 
butions to stockholders; (c) special ap- 
portionments, reservations, and transfers 
to other capital accounts, in connection 
with the issuance or repurchase of shares 
or the earmarking of portions of the sur- 
plus for special purposes. 

The income statement should be re- 
garded as the broadest possible summary 
of all factors of income and expense, in- 
cluding profits or losses of every type. The 
fact that some of the items are normal and 
related to ordinary operations, whereas 
some are abnormal, nonrecurring, and not 
related to operations, does not warrant 
assigning some of the latter group directly 
to the surplus account, without passing 
them through the income statement. 

The same is true of items first recog- 
nized in the accounts in the current year, 
even though applicable to transactions of 
prior years. All such items should be segre- 
gated and identified, but they shuuld ap- 
pear in the income statement before the 
final balance is struck. 

It could be argued with some force that 
if a segregation were to be made, with 
some charges carried direct to surplus, it 
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would be more logical to deduct from sur- 
plus “distributions of earnings” (such as 
interest and income taxes), rather than 
leave these items in the income statement 
and carry extraordinary profits and losses 
direct to the surplus. 

This point is made clear by consideration 
of the problem arising when the income 
tax for the year is affected by charges or 
credits which have not themselves been 
carried into the income statement. 

The total income tax liability for the 
year may be substantially greater or less 
than a normal proportion of the earnings 
of the enterprise as shown by the income 
statement. An attempt to determine the 
amount of net profit which normally would 
accrue to stockholders from earnings of the 
amount stated is confused by the presence 
of an obviously unrelated deduction for 
income taxes. 

This defect in income statements may 
be present to some extent at all times 
(because of the nondeductibility for tax 
purposes of some income charges), but 
ordinarily the discrepancy is not impor- 
tant. It is probable, however, that items 
large enough to encourage special disposi- 
tion by direct entry to surplus will be 
large enough to upset the income tax 
calculations rather seriously. 

It has been suggested by some that 
when a large item of taxable income is 
carried direct to surplus, the applicable 
income tax should be deducted from such 
income, with the remainder of the tax 
shown in the income statement as a de- 
duction from the remaining income. This 
would be objectionable enough at best, 
but the presentation is worsened if it hap- 
pens that the item carried to surplus is a 
loss, whereas the income statement shows 
a profit, or vice versa. 

If the tax can be divided at all, it would 
seem logical to present it in two parts even 
when one part is a hypothetical tax and 
the other a hypothetical deduction. If this 


line of approach were carried to its logical 
limit, it would result in the inclusion in the 
statements of a number of purely hypo- 
thetical items, not representing any feature 
of actual experience. 


QUESTION 5 


One of the most difficult items to estj- 
mate, in preparing a corporate income 
statement, is the correct provision for in- 
come and excess profits taxes. Even in 
normal times, it is difficult to calculate 
accurately the amount of tax which will 
be payable. Under present conditions the 
calculation is hardly more than a guess 
as to what the ultimate tax liability will be, 

The problem is complicated enough 
when the estimate is made for a single 
year only. It becomes even more com- 
plicated when estimates must be made to 
cover possible adjustments of the taxes 
represented for prior years. 

Carry-over provisions and adjustment 
of invested capital resulting from tax 
adjustments in prior years combine to 
make the amount of tax applicable to the 
current year’s income very uncertain. Any 
calculation for the current year is likely 
to depend in part on assumptions as to 
possible additional assessments or refunds 
applying to earlier periods. 

Thus, in handling the income tax prob- 
lem, the accountant each year is likely to 
be making at least mental corrections for 
possible changes in his prior-year figures. 
His task is likely to become primarily one 
of building up the total income tax accrual 
to an amount sufficient to cover all taxes 
likely to be assessed against the income of 
all years “open,” rather than of figuring 
the tax for the current year alone. 

As a result of this situation, the amount 
by which the “accrued liability for income 
taxes” should be increased during the 
current year may be greater or less than 
the tax fairly assignable to the current 
year’s income. How should this situation 
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be presented in the income statement? 

If it is sound practice to include in the 
income statement for each year all gains 
and losses recognized in the accounts 
during the year, it would seem equally 
logical to incorporate in the income tax 
section of the statement all provisions 
during the year for income and profits 
taxes, whether related exclusively to in- 
come shown for the current year or in 
part to income for prior years. 

This carries out the conception of the 
income statement as a summary incor- 
porating (a) all profits and losses of every 
kind, realized or accounted for during the 
year, and (b) all distributions of such 
profits, in the form of interest and income 
taxes, to which accounting recognition has 
been given in the current year. Just as the 
interest charge may include some adjust- 
ment of unamortized bond discount re- 
sulting from calling outstanding bonds, so 
the provision for income tax may include 
some adjustments resulting from a re- 
appraisal of the tax obligations of the 
enterprise for prior years. 

Because of the nature of the income tax 
item, and because there should not be too 
many subdivisions of the income state- 
ment, it is desirable to present the entire 
“Provision for Income and Profits Taxes” 
as a single figure—presumably as the 
next-to-last item in the income statement. 
The amount provided may or may not 
telate solely to income of the current year. 

If the amount has not been too greatly 
affected by adjustments relating to prior 
years, there need be no special mention of 
this element in the calculations. If the 


prior-year adjustment is so great as to call 
for special mention, this can be provided 
by a parenthetical note in the caption, to 
read: “(including additional provision for 
prior years of $———)” or possibly 
“(less over-provision for prior years of 

Conditions may arise in which the 
analysis of the tax provision may have to 
be even more elaborate. Under the carry- 
back provisions of the current tax law, 
profits to stockholders may be changed 
materially by such adjustments. Corpera- 
tions which have accrued a large excess- 
profits-tax liability in one year, and then 
have either very nominal earnings, or 
actual losses, in the following year, may 
be able to take credit for a very substantial 
recapture of these excess profits taxes, 
before or after payment. 

Adequate disclosure will require full 
statement of the various elements in the 
tax calculations. These should be duly 
segregated and explained, but all should 
be included in the income statement, and 
none carried direct to surplus. 

The treatment outlined above has the 
merits of (a) reasonable consistency, and 
(b) adequate disclosure of all important 
facts. It squares with a theory of the sig- 
nificance of corporate income statements 
which should have increased acceptance 
in the future. It presents fewer mechanical 
complications than other possible treat- 
ments. 

In the writer’s opinion it merits serious 
consideration by the accounting profession 
and by governmental regulatory authori- 
ties. 
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TAX SIMPLIFICATION 


MIcHAEL D. BACHRACH 


URING the past few months, numer- 
D ous committees representing vari- 

ous business and professional or- 
ganizations have been working at the task 
of suggesting ways of “simplifying” the 
Federal income tax law. Their purpose is 
to make recommendations to Congress 
which, if adopted, will presumably result 
in a plainly written, easily understandable 
statute, supplemented (it is hoped) by 
equally clear regulations. The announced 
objectives of the tax planners are three- 
fold: (1) simplification; (2) elimination of 
“inequities”; and (3) encouragement of 
“risk capital.” 

After studying the recommendations, 
Congress may proceed in one of two ways 
to bring about the desired reforms: it may 
repeal the existing Internal Revenue Code 
and enact a brand-new law, or it may 
retain the Code in its present form and 
make such changes as appear to be in 
order. Despite the apparent advantages of 
making a clean sweep and starting over, 
it would probably be impractical to dis- 
card the accumulated body of law and 
precedent; hence “simplification” will 
likely be accomplished by revising the 
present Code. 

To help bring about the maximum 
“simplification,” it is suggested that cer- 
tain sections be entirely removed from the 
Code. Perhaps there are others which 
could be dispensed with, but the following 
list is offered as a beginning: 

1. Section 27: Corporate Dividends 
Paid Credit. 

2. Section 28: 
Credit. 

These sections are of limited application, 
and the desired purpose can be accom- 
plished by a change in the definition of 
undistributed net income for the purposes 


Consent Dividends 


of the personal holding cangeny surtax, 
Section 102 surtax, etc. 

3. Section 111: Deterinisiation of 
Amount of and Recognition of Gain or 
Loss. 

4. Section 112: Recognition of Gain or 
Loss. 

5. Section 113: Adjusted Basis for De 
termining Gain or Loss. 

6. Section 117: Capital Gains and 
Losses. 

The elimination of the above sections 
would involve, of course, the adoption of 
the concept that capital or nonrecurring 
gains or losses shall be disregarded for 
tax purposes. The nonrecognition of such 
gains and losses would eliminate the need 
for elaborate rules for determining ‘‘basis.” 

7. Section 122: Net Operating Loss De 
duction. 

This section could be eliminated by de- 
fining a net operating loss to be the net 
loss shown on the prior or subsequent 
year’s income tax return and allowing the 
deduction under Section 23(s). To accom- 
plish this simplification it would be neces- 
sary either to abandon the theory of per- 
centage depletion allowances, or to recog- 
nize percentage depletion as a valid de 
duction. The present need of adjusting for 
capital losses would disappear with the 
elimination of Section 117. 

8. Section 125: Amortizable Bond Pre- 
mium. 

This section is a nuisance. It creates 4 
lot of fuss about something which pro 
duces little revenue. 

9. Section 600: Declared Value Excess 
Profits Tax. 

10. Section 1200: Capital Stock Tax. 

These sections should never have been 
in the law in the first place, as there is 0 
room in a sound taxing system for am 
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annual guessing contest. 

The elimination of most of the sections 
listed above would probably have the ap- 
proval of the average tax practitioner. 
However, there is likely to be considerable 
difference of opinion as to Sections 111, 
112, 113, 117. 

Elimination of these sections would in- 
yolve a basic change in American tax 
philosophy, viz., the nonrecognition of 
capital gains and losses. Experience in 
Great Britain and Canada has demon- 
strated the soundness of such a proposal, 
and Treasury statistics prove that the 
revenues derived from the capital gains 
tax have never been substantial. Sugges- 
tions for the repeal of the capital gain and 
loss provisions have been presented almost 
every time that Congressional tax com- 
mittees have met to amend the tax law. 

It cannot be denied that the adoption 
of such a policy would accomplish two of 
the three major objectives sought by the 
tax planners, viz.: (1) simplification (it 
has been estimated that at least half of 
the tax litigation involves capital gains, 
losses, and “‘basis’”); and (2) encourage- 
ment of “‘risk capital.” Advocates of “‘non- 
recognition’ maintain that in the long run 
the new sources of revenue created by the 
encouragement of new business will more 
than compensate the Treasury for the loss 
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occasioned by the elimination of non- 
recurring gains from the concept of taxable 
income. 

It is obvious that if we undertake to 
throw overboard such time-honored sec- 
tions as 111, 112, 113, and 117 we must 
make sure that we are not opening loop- 
holes for tax evaders. But in guarding 

against such loopholes and in distinguish- 
pe between isolated gains and those oc- 
curring with sufficient frequency to con- 
stitute a trade or business, the Com- 
missioner, in his regulations, must beware 
of falling into the same error as created 
the complicated situation which now calls 
for correction. Emphasis should be on 
simplicity, even at the occasional sacrifice 
of fairness. A simple tax law fairly ad- 
ministered is preferable to a fair law so 
complicated that even the tax adminis- 
trator is unable to understand it. 

The time has come for a drastic revision 
of our tax laws and regulations, a revision 
which should take on the nature of a 
“purge” rather than an “overhauling.” 
The Joint Committee on Internal Revenue 
Taxation, which bears the chief responsi- 
bility for bringing about the desired re- 
form, has the experience and ability to do 
a good job. The results will largely be 
measured by the number of pages remain- 
ing in the Code. 
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A. C. LITTLETON 


appraisal of personnel problems 

given by Mr. Carey elsewhere in 
this issue deserves the thoughtful consider- 
ation of accounting teachers. They can 
often render as important services to a 
student in private counselling as in class- 
room discussions. 

How can accounting teachers, individ- 
ually and through the activities of the 
American Accounting Association, co- 
operate most effectively in turning the 
attention of promising students toward 
the possibilities existing in an accounting 
career? The columns of the ACCOUNTING 
REVIEW are open to those who have ideas 
to contribute and questions to raise. 

The usefulness to an individual of know- 
ing something of his aptitudes for account- 
ing work is easily appreciated. But the 
teacher faces certain problems in that con- 
nection. It will be particularly difficult to 
advise those students who are highly ca- 
pable, since they probably can succeed in 
any one of anumber of occupations. In all 
fields the most capable newcomers are the 
most desired. Therefore each teacher may 
be expected to favor his own field of 
specialization. 

Is there any danger that teachers may 
fall into competitive counselling? Will it 
be necessary to develop a wide series of 
aptitude tests pointed toward the various 
careers visualized in the program of a 
college of commerce? May it not be that 
counselling directed toward superior stu- 
dents will result in ignoring the slower 
students? The advantages of education 
should not be reserved for an intellectual 
aristocracy; possibly the best students 
need the least advice. Perhaps the greatest 
sum-total of benefit would come from find- 
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ing ways of enabling the less capable to 
make the best use of such abilities as they 
have. A gradation of employment should 
be available to suit a gradation of talents, 
The teachers should know about the 
variety of opportunities. The practitioners 
should realize that a staff consisting largely 
of potential partners may not make “g 
happy ship.”’ Has enough study been given 
to devising ways of making effective use of 
men of moderate abilities? 

This small sample of questions opens 
the door; the questions inside deserve dis- 
cussion as well as the ones listed. 

Examination Statistics. It is not easy to 
compile enlightening statistics of the re- 
sult of CPA examinations. The simplest 
ratios are not always revealing; for ex- 
ample, the ratio of certificates granted to 
total number of candidates sitting usually 
seems discouragingly low. It is of interest, 
however, to note the analysis of the results 
of ten Illinois examinations (May, 1939, 
to November, 1943) prepared by Professor 
Hale L. Newcomer and published in the 
Bulletin of the Illinois Society for Sep- 
tember, 1944. The essential facts from 
that analysis, plus some additional details, 
are given here to show that the elements 
of real significance often lie beneath the 
surface. 

In ten examinations 2,564 people (85% 
of a total of 3,006) sat for all parts, and 
442 (15%) sat for one or two parts as re- 
examination for a prior “condition” in 
some subjects. This latter percentage cal- 
culated for each examination (but not in 
date order) gives the following: 22; 18, 
17, 17; 15, 14, 12, 12; 11, 9. 

From the ten examinations 536 certifi- 
cates issued. Of this number, 252 (47%) 
were a result of successful completion of 
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all parts at one sitting; 284 (53%) were a 
result of passing off a prior condition. Cal- 
culated for separate examinations (not in 
date order), the latter percentage shows 
the following: 74, 72, 71; 63, 60; 48, 44, 
40, 39; 29. 

Of 2,564 candidates sitting for all parts, 
490 (19%) were conditioned in one or two 
subjects under the board’s rules, and were 
therefore entitled to one re-examination 
in the subjects failed. A breakdown of the 
figure 490 shows that 284 candidates 
(58%) later passed re-examination, that 
158 (32%) failed re-examination, and that 
48 (10%) had not been re-examined. Of 
the 490 conditioned, 442 sat for re-exami- 
nation; of those re-examined, 284 (64%) 
passed. Calculated by separate examina- 
tions this last percentage shows the follow- 
ing: 86, 76, 72; 66, 65, 62, 61; 56, 56, 46. 
(Note: The percentages at this point are 
not too reliable because the number re- 
examined in this period from a condition 
in the prior period is not known.) 

Calculated on the basis of the 3,006 
candidates sitting, 1,980 (66%) failed 
(1,822, or 61%, failing all parts; 158, or 
5%, failing in re-examination) ; 536 (17%) 
passed (252, or 8%, passing all parts; 284, 
or 9%, passing re-examination). The per- 
centages here must remain incomplete 
because 4% of the total were conditioned 
and some of this number are also in the 
284 who passed re-examination. 

Judging from these results, re-examina- 
tion after a condition in some subjects 
seems to be a rough sort of final examina- 
tion following what for a number of people 
was in effect an intermediate examination. 
How then would the above results appear 
if considered as the returns from an inter- 
mediate and a final examination? 

Those passing all parts can be assumed 
to have passed those parts which might 
have been serving as an intermediate, or 
Screening, examination. They numbered 
252. The candidates who were conditioned 
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can also be assumed to have passed the 
parts being used as a screening examina- 
tion. They numbered 490. Together these 
produce a total of 742 for the ten examina- 
tions, or about 25% of the 3,006 sitting. 

If these figures resulted from tests set 
up as screening examinations, presumably 
based primarily on textbook materials, the 
results would seem low indeed. In college 
practice no examination having such re- 
sults would be considered as suited to the 
students allowed to take it. Or perhaps 
75% of the students were not prepared. 
In either case some modification would be 
necessary, probably a better selection of 
those having a reasonable presumption of 
suitable preparation, and also a searching 
re-orientation of the examination ma- 
terials so that they would unquestionably 
constitute a fair test of the preparation 
deemed suitable. 

If the above results follow in the main 
from inadequate preparation, as examiners 
often contend, certain questions may be 
asked. Should we continue to admit the 
unprepared and let a very high percentage 
of initial failures convince the over-am- 
bitious that they are not prepared? Should 
we seek ways and means of improving the 
preparation of those deserving to sit by 
doing a better job of teaching accounting 
in the classroom and in the field? Should 
we set up new standards of admission to 
the examination (separate from standards 
for admission to public practice) in order 
to screen those poorly prepared for what- 
ever reason from taking even an inter- 
mediate examination until they had quali- 
fied in some suitable manner? Should each 
CPA examination be offered in two sec- 
tions, one consisting of tests redesigned to 
harmonize reasonably well with adequate 
candidate preparation, thus a a 
normal 50% to 60%? 

Let us analyze the assumption that pares 
of the Illinois examination, without re- 
quiring practical experience for admission, 
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could have been treated as a screening test 
for admission to the “final.” 

Those in the sample who passed all parts 
can be assumed to have had an interval 
between the parts assigned as “inter- 
mediate” and those as “final.” The candi- 
dates who passed the “final” in this sense 
numbered 252. Those who passed off a 
condition numbered 284. Together they 
number 536 for the ten examinations, or 
about 74% of the number of candidates 
who had passed the “intermediate” as 
described above. 

Most people probably would accept this 
as a reasonable result, coming as it does 
at the end of a series of admission require- 
ments and screening tests. However, 75% 
of the 25% passing the intermediate is not 
so favorable as it might seem when the 
larger percentage is considered alone. If 
60% passed the “intermediate” (as a 
result of better preparation—or of ad- 
mission screening of some kind), and 75% 
of these passed the “final,” the results 
would be more in accord with the outcome 
of examinations in other recognized pro- 
fessions. 

Perhaps such percentages might or 
might not increase the number of men 
entering the profession. But that should 
not be a material consideration, since pro- 
fessional quality, and not larger or smaller 
numbers, is the thing desired. If there 
was an increase, it would seem that the 
welfare of the profession would be amply 
protected by the series of examinations 
against unreasonable dilution, and that 
the public would have available more well- 
tested accountants to serve it than other- 
wise might be the case. It is doubtful 
whether a public awake to the value of the 
services of accounting and independent 
accountants would even in normal times 
believe the supply was excessive or likely 
to become so. 

A breakdown of the 490 granted a “‘con- 
dition” shows that 218 (44%) were in 


auditing, 131 (27%) in problems, 99 (20%) 
in auditing and law, 42 (9%) in law alone, 
Upon re-examination the results were as 
follows: re-examination in auditing 19 
(129, or 68%, passed; 61, or 32%, failed) 
re-examination in problems 120 (72, or 
60%, passed ; 48, or 40%, failed); 
examination in auditing and law 87 do, 
or 46%, passed ; 47, or 54%, failed); re- 
examination in law alone 45 (43, or 96%, 
passed; 2, or 4%, failed). 

CPA Legislation. We have come to ex- 
pect national leadership in the growth of 
legislative recognition of public account- 
ing. Numerous efforts to secure a desirable 
amount of uniformity in state CPA legis- 
lation have been made since 1905, and 
more should be made in the future. Pro- 
fessor Boyd, elsewhere in this issue, offers 
some suggestions out of his extensive 
acquaintance with the history of CPA 
legislation. They point to the need for a 
careful consideration of fundamentals in 
connection with any new document, even 
though this might produce a report some- 
what unlike a drafted bill ready for sub- 
mission to a legislature. 

There are three ways of approaching the 
problem of presenting legislation sugges- 
tions. A complete CPA statute could be 


prepared to represent a fair average usage, 


being somewhat below the most desirable 
in use at the moment, and above the least 
desirable law of that time. The hope would 
be that some laws of the latter class might 
be improved as a result. This approach 
might prove faulty from its failure to indi- 
cate the hoped-for ultimate development, 
or from neglecting to suggest a series of 
steps toward a gradual accomplishment of 
the most desirable high standards. 
Another way would be to prepare 4 
complete statute of the highest type con- 
taining the most desirable provisions ap- 
propriate to a full professional status, and 
to supplement this with footnotes or an 
appendix explaining how the desired re 
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sults might gradually be amended into 
local statutes. The weakness here might 
lie in the difficulty of securing the frequent 
changes in the state law that might be 
necessary to produce a desirable growth. 

A third approach could make use of 
what was clearly stated to be a set of mini- 
mum provisions, the intention being to 
leave many details to be covered by regu- 
lations of the board. This would make for 
flexibility in developing adequate controls 
over admission to the profession. But legis- 
lative suggestions should in this case be 
accompanied by an outline of the best type 
of suggested regulations in order to offer 
a guide or a point of departure for the 
boards to consider. 

On the surface the third approach would 
seem a more promising avenue of sound, 
speedy development than the other two. 
It may be noted also that statutory 
changes at reasonable intervals are not 
hard to get if the changes aim at codifying 
satisfactory experience that has been pre- 
viously obtained through the use of regu- 
lations. 

The above notes may suggest to possible 
contributors the need for further discus- 
sion of these or collateral topics. For 
example, what reasons or conditions act 
to prevent a rapid acceptance among the 
states of provisions requiring some amount 
of higher education for admission to the 
profession? The conditions if known could 
probably be met in some way with ad- 
vantage to the development of the pro- 
fession. May it not be that some states 
could not adopt such standards at a cer- 
tain time because satisfactory technical 
accounting education was not then avail- 
able? 

These queries are probably far from the 
facts. But they illustrate the need for in- 
quiry about the variety and seriousness of 
the conditions and for ascertaining the 
extent of opinions that tend to prevent a 
rapid spread of required educational stand- 
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ards along the lines prevailing in a few 
states. 

Satisfactory Experience. The fact that a 
few years of practical experience are held 
to be the principal test for admission to 
the CPA examination is likely to create 
a curiosity regarding the implied definition 
of the word “satisfactory.” If the term is 
variously or vaguely used, the public may 
come to question whether experience, in 
actual cases, will be in fact experience that 
is broad enough to be really educational. 

People may wonder what there is in a 
few years of accounting experience to 
educate a man for a technical accounting 
examination. Could three years of work, 
mostly with mechanical details as a junior 
assistant, do much to build up competence 
for solving CPA problems? Have the staff 
members with whom an applicant has 
worked for three years made a conscious 
effort to teach their art to the novice? 

It surely cannot be that the mere pas- 
sage of time in certain surroundings con- 
stitutes satisfactory experience for ad- 
mission to an examination. 

If a limited experience is made the 
principa’. basis of admission to a knowledge 
test, and if that experience does not of 
itself contribute reasonably to that knowl- 
edge, there is a serious inconsistency some- 
where in many CPA laws. ; 

Professor John Dewey points out that 
“no experience is educative that does not 
tend both to knowledge of more facts and 
entertaining of more ideas and to a better, 
a more orderly arrangement of them.” The 
last phrase suggests what probably is the 
greatest weakness of learning by doing the 
day’s work: the accumulation of facts and 
ideas does not follow an orderly pattern 
suitable to the act of learning. 

If a limited experience is required not 
because of its educational features, is it 
then required as a protection to the public, 
as a hospital internship is required subse- 
quent to a college degree in medicine? But, 
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without a requirement of prior accounting 
education, this required experience in ac- 
counting comes presumably at the be- 
ginning of accounting knowledge. How 
then can it protect the public? 

Many times the importance of impress- 
ing the public that the public accountant 
deserves a real professional status is over- 
looked. Published and maintained stand- 
ards of admission, especially in regard to 
educational preparation, become known to 
the public. To attorneys, judges, govern- 
ment officials, and members of the staffs 
of governmental agencies, among others, 
these standards offer evidence of an ac- 
ceptable basis for professional status. Re- 
quired experience cannot accomplish these 
results to the same degree. 

An individual public accountant could 
earn a reputation for technical competence 
without statutory support. But statutory 
recognition is a tremendous aid to the 
creation of a body of men of tested skills. 
An individual public accountant can earn 
a high technical reputation regardless of 
his formal education. But statutory stand- 
ards of education for admission are an 
immense aid to the growth of public confi- 
dence in the services of members of the 
profession. In all probability, as the pro- 
fession prospers, so will the capable indi- 
vidual prosper. 

Substitutes for Education. Educational 
requirements for admission to CPA exam- 
inations in the early years were generally 
in harmony with the requirement of grad- 
uation from a four-year high school that 
was the rule for the older professions of 
the day. It is of profound significance to 
accountancy that this comparability no 
longer exists. Accountancy has been left 
behind. And this has happened in a period 
marked by greatly increased social useful- 
ness of accountancy and by new responsi- 
bilities for independent public account- 
ants. 

This condition may make thoughtful 


people wonder whether public accounting 
is going to miss the bus by not being 
ready for the trip. 

Teachers are not alone in advocating 
higher education requirements in CPA 
laws. But they apparently form the only 
group which is generally agreed on the 
point. In taking that stand they are not 
actuated by motives of personal advantage 
any more than practicing accountants are 
in clinging persistently to experience as 
the principal standard for admission of 
their employees and others to the exami- 
nation. 

Teachers and practitioners both know 
that the issue is the welfare of the pro- 
fession, and that the broad public accept- 
ance of public accounting as a profession 
is involved. Fundamentally there should 
be only one possible area of disagreement 
—the speed with which the higher stand- 
ards should spread. 

A slow approach has been evident for 
some years as the states adopted regula- 
tions permitting candidates to substitute 
college education for part of the required 
practical experience. Schoolmen recognize 
that as progress, slow as it may be. They 
believe, however, and not without reason, 
that the significance of education is greatly 
misunderstood when a college degree can 
be substituted for only one of five years 
of required experience, or when the ex- 
perience requirement is upped from three 
years to five so that a college degree can 
upon occasion be substituted for two years 
of practice. 

Why not speed the recognition of the 
principle of giving credit for a college edu- 
cation by turning the formula around? The 
basic requirement for admission to the 
CPA examination could be a college degree 
with a major in accountancy. The privilege 
then should attach of substituting a given 
amount of practical experience if a degree 
had been earned in some field other than 
accountancy, and of substituting still more 
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practical experience if a person had no 
college education of any kind. In addition, 
and to protect the public, a requirement 
could be added that a person successful 
in the CPA examination but lacking a 
minimum of three years of experience 
would wait for certification until satis- 
factory experience had ‘een accumulated. 

The columns of the ACCOUNTING RE- 
view will be open to articles discussing 
this idea, as well as others which might 
help to build up an inventory of ways of 
advancing the accountancy profession. 

Trends in Certification. A degree is an 
academic ranking or station granted by 
action of an educational body. This has 
never been characteristic of the CPA cer- 
tificate. In New York the law is adminis- 
tered by the central educational authority 
of the state; in Illinois the law is adminis- 
tered by the state university. But in 
neither case has “CPA” been considered 
to symbolize an academic degree. 

A license is an authorization to do par- 
ticular acts not permitted to all. This term 
is closer to the idea inherent in the CPA 
certificate. A certified public accountant 
is a public accountant who has been 
vouched for as having met certain quali- 
fications. But because “particular acts” 
permitted to CPA’s alone have not been 
given much legislative recognition, the 
certificate is generally something less than 
a full license. This may be because ac- 
counting is still in evolution—gradually 
growing toward a type of public service 
that will be widely recognized as deserv- 
ing: (1) restriction of practice in the public 
interest and (2) restriction of entrance to 
those having an adequate educational 
preparation. 

In the field of medicine the two elements 
are clearly separated: practice is restricted 
to those qualifying under the statute; 
authorization to practice, though a sep- 
arate action, rests upon an educational 
base—a university medical degree plus 
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hospital experience. But that kind of pro- 
fessional status was not quickly achieved. 
Neither will full professional status be 
quickly achieved for public accounting. 
But many times there will be ways of aid- 
ing the trend in the desired direction. 

In the first period of the profession’s de- 
velopment in the United States, the initial 
difficulty to be overcome was that of 
getting any kind of statutory recognition 
whatever. The next task was to spread 
that recognition throughout all states and 
territories. We took what recognition we 
could get. It was little enough: a right to 
the exclusive use of a distinctive title. It 
was not a degree following upon an edu- 
cational program; it was not a license to 
engage in restricted activities. It was only 
a statutory toe hold. 

After some years, perhaps a generation, 
the first period began to fade into the 
second. A few states began to recognize 
that restriction was in fact in the public 
interest and not a monopolistic dodge, as 
state legislatures were often persuaded was 
the case. Under restriction the public ulti- 
mately would be served only by certified 
public accountants. Strangely enough, that 
idea was not well-supported by CPA’s 
themselves. But some progress toward the 
inevitable was made nevertheless. 

Another feature of the second period of 
evolution was the gradual adoption of the 
device of accepting college education in 
partial satisfaction of the usual practical 
experience requirement. It was a sort of 
backdoor approach to the outright re- 
quirement of higher education for ad- 
mission to the examination, or a way of 
avoiding a forthright acceptance of the 
idea of a “preliminary examination.” 

Rules granting conditional re-examina- 
tion have come to have somewhat the 
same effect as an “intermediate” examina- 
tion. Probably this development consti- 
tutes a tacit admission that the profession 
might be suffocated for want of sufficient 
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new blood if the certificates continued to 
go only to those who, without being other- 
wise forced into adequate preparation, 
could succeed in passing all parts of a long 
and stiff examination at one sitting. 

This second period therefore is charac- 
terized by the formulation of various kinds 
of rules which attempt to satisfy the grow- 
ing belief that the public interest clearly 
requires restriction of practice to those 
shown to be specially qualified to serve, 
and the belief that formal education should 
be accepted as the principal first step 
toward qualifying for the profession. 

This is the stage of our evolution we are 
in at present. The length of the period can 
easily be stretched out a generation or 
more into the future if inertia holds many 
sections of the profession immobile. On the 
other hand, a good start has been made; 
the pattern for development is known. If 
energetically followed up, the start can 
easily bring the profession to its third 
period without unusual delay. 

In the third period there would be wide 
public acceptance of the professional 
standards that were so tentatively viewed 
in the second period. And there would be 
clear-cut statutory recognition of the ideas 
which as rules had proved their worth in 
earlier experience. As a result, standards 
of admission to examination and to public 
practice would be properly differentiated; 
standards of testing at various levels of 
preparation would be carefully devised and 
followed; quality of service to the public 
would be on an upward spiral and the de- 
mand for accountant services would exceed 
anything we can imagine now. 

Delayed Certification. Is public account- 
ing experience an educational prerequisite 
for sitting in a test of. knowledge, or is it 
a type of internship preliminary to au- 
thorization for public practice? 

Emphasis from the beginning of CPA 
legislation on experience suggests that the 
main source of technical knowledge of ac- 


counting was considered to be experience 
under the eye of a public accountant, plus 
private reading. Little recognition was 
given to the possibilities of a separation of 
technical study and technical experience, 
In most of the states the law or regulations 
still provide that no one without account- 
ing experience can have a chance to dem- 
onstrate his knowledge through a formal 
examination. This continued limitation 
seems to reflect a failure in the profession 
to appreciate that experience and observa- 
tion are avenues to skill and judgment, 
whereas study and instruction, before or 
after experience, are avenues to knowledge 
and understanding. 

In recent years there has been some evi- 
dence of a change in this respect. A few 
requirements now prescribe more or less 
education on the college level (New York, 
New Jersey, Kansas, Illinois, and perhaps 
others) and a considerable number permit 
the substitution of formal education for 
part of the prescribed experience. But it 
is indicative of the modern point of view 
that in addition to these developments a 
beginning is being made in giving candi- 
dates an opportunity to take some parts 
of the examination without practical ex- 
perience, and later parts only after ex- 
perience—certification to wait upon com- 
pletion of the series. Three states in 
differing ways now permit this approach. 

In Michigan there is only one examina- 
tion but it may be taken in two stages; 
admission to the first examination rests 
primarily upon educational preparation 
(practical experience is not necessary) ; ad- 
mission to the second part depends upon 
successful completion of the first test plus 
the accumulation of a certain amount of 
practical experience. The sequence there- 
fore is: education, intermediate examina- 
tion, apprenticeship, final examination, 
certification. 

In Illinois, technical education will soon 
be required for admission to the CPA 
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examination. Success in the examination, 
with a limited privilege of conditioned re- 
examination in one or two parts, leads to 
the CPA certificate. However, a certain 
amount of practical experience must be 
included with certification before a license 
to practice is issued. This plan therefore 
constitutes another variation of the for- 
mula: education, examination, internship, 
practice. 

The regulations of the Regents in New 
York now permit candidates (without 
meeting the experience requirement) to 
take all parts of the examination except 
practical accountancy. To take the prob- 
lem examinations, the candidate must 
first meet the experience requirements. 
This too follows the essential outlines of 
the formula. 

If several states can devise acceptable 
methods for thus improving examination 
regulations, other states can also do so. 
Additional states, either by following one 
of these patterns or by devising others, 
can also give wide application to these 
three important principles: (1) fairness to 
the candidates, (2) strength to the pro- 
fession, (3) protection to the public. 

The first of these principles means that 
candidates, through adequate entrance re- 
quirements, should be provided with a 
basis for knowing what is likely to consti- 
tute reasonable preparation. The second 
means that the examinations over the 
years should build up professional qualities 
by broadening the testing program. It 
would be easy to smother the natural de- 
velopment of the profession by using the 
examinations principally to control the 
number of people in practice. The third 
principle means not only earmarking quali- 
fied persons but putting some aspects of 
practice beyond the reach of the un- 
qualified. 

It is possible to see in these develop- 
ments the elements of a methodology for 
progressively screening those who aspire 
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to a career in public accounting. Requiring 
education at the college level (preferably 
including technical preparation) for ad- 
mission to the professional examinations 
could constitute a kind of preliminary 
screening. Conditional re-examination in 
certain parts, or examinations in clearly 
separated parts of the traditional topics, 
could constitute an intermediate screening. 
Completing the remaining parts could 
come to be equivalent to a final screening, 
with the issuance of the certificate, and/or 
the granting of license, to depend upon the 
completion, any time at the candidate’s 
option, of a specified amount of practical 
experience. 

Mixed Candidates. Not infrequently 50 
to 60 per cent of the candidates in a given 
CPA examination pass one or more papers 
in business law, accounting theory and 
auditing, whereas 8 to 12 per cent pass in 
practical problems. These diverse results 
generate doubts and questioning. As might 
be expected, most of the doubts have two 
sides: the tests are too long—the candi- 
dates have not learned to work rapidly and 
effectively; the problems are made too 
hard by concealing or omitting essential 
information—the candidates have not 
learned to penetrate to the important as- 
pects within an array of facts; the grading 
is too strict and “exclusionistic’’—the 
candidates imagine that demonstration of 
a superficial knowledge should be suffi- 
cient. 

No matter which side of the fence one 
stands on, these doubts, though common 
enough, do not get at the heart of the 
matter. The basic fact is that the sitters 
and the tests are not tuned to each other. 
This is a two-edged fact: most sitters are 
inadequately prepared for some parts but 
adequately prepared for others—admis- 
sion to the examination or to part of it is 
not based upon reasonable evidence of a 
probable adequate preparation. In other 
words, candidates of all gradations of 
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preparation and aptitude are mixed to- 
gether for the same tests. 

Most teachers would rebel at trying to 
test sophomores in accountancy and grad- 
uate students in accountancy by the same 
examination. If parts of the examination 
put the latter to a test, most sophomores 
would be bound to fail; if some parts are 
adopted to that group, these items would 
not be a real test for the graduate students. 
If both groups are forced into the same 
test, is the poor showing the fault of prior 
preparation? Or does the reason lie in the 
regulations which force us to attempt to 
do the unreasonable? 

If some CPA papers are textbook sub- 
jects, as is sometimes said, they probably 
could be segregated and administered 
under regulations suited to the nature of 
the tests. If some papers are for testing 
candidates at the senior accountant level, 
these too could be administered separately 
under regulations suited to the nature of 
the tests. 

If the CPA examination is not to remain 
frozen irrevocably in the mold of 1896, the 
allotment of topics covered should be ex- 
tensively recast in harmony with modern 
conditions. If the examination topics 
named in the statute are beyond change 
because of the rigidity of statutory law, 
there would seem to be nothing to prevent 
giving the topics at examination time in 
any grouping that was desired, and 


nothing to prevent setting a suitable time 
interval between certain parts. Most 
statutes no doubt are already flexible 
enough to permit two days, or four days 
if necessary, to be devoted to screening 
tests in auditing, law, and theory; they 
probably are flexible enough to permit the 
board to suggest supplementary, volun- 
tary aptitude tests also, if desired; they 
probably are flexible enough to permit 
exclusion of candidates from selected parts 
of the examination until a year has elapsed 
since passing the other parts, and until 
satisfactory practical experience is ac- 
cumulated, if the latter had not been 
obtained earlier. 

There is a great deal of flexibility in the 
present laws if it is sought out. No doubt 
all the usual topics could be given on two 
different levels, thus constituting two 
stages in giving professional qualifying 
tests. Some part of the “textbook, inter- 
mediate” examinations could very well 
consist of practical problems at a lower 
level than those used in the “‘final.’’ Some 
of the “senior testing” could with reason 
include questions in auditing, law, and 
theory of a more advanced type than 
would be satisfactory in the “inter- 
mediate” test. 

There could very well be more discussion 
in the current literature of all phases of 
the requirements for admission to pro- 
fessional practice. 
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PROFESSIONAL EXAMINATIONS | 
A Department for Students of Accounting ‘ 


Henry T. CHAMBERLAIN 


sented as the first half of the Novem- 
ber, 1944 C.P.A. Examination in 
accounting practice prepared by the Board 
of Examiners of the American Institute of 
Accountants. Candidates were required to 
solve problem 1 and either problem 2 or 
problem 3 in four and a half hours. The 
weights assigned were: problem 1, 25 
points; problem 2 or problem 3, 25 points. 
A suggested time schedule is given 
below: 


T= FOLLOWING problems were pre- 


Problem 1 75 minutes 

Problem 2 75 minutes 

Problem 3 75 minutes 
No. 1 


Using the given information, prepare 
corrected property and related accounts of 
the Acme Company as at January 1, 1943 
and December 31, 1943. 

The Acme Company commenced busi- 
ness on July 1, 1939. The property and 
telated accounts appear in its general 
ledger as follows: 


of the property on that date was $140,000 
and that it had an estimated life of 184 
years from January 2, 1941. 

The addition made on January 2, 1942, 
was estimaied to have a life of eight years. 
On May 1, 1943, all property was sold for 
$146,020. This sale was incident to a 
change in the location of the company and 
the rental of new premises. 

The minutes of the board of directors’ 
meetings contain a resolution with respect 
to accounting policy to the effect that 
annual depreciation charges from July 1, 
1939, should give effect to the appraisal 
of January 2, 1941. 


No. 2 


The following account balances are 
taken from the books of the City of Mari- 
wood on June 30, 1943, the close of the 
fiscal year. 

1. Segregate the data into the applicable 
fund or account-group trial balances, 
supplying the needed account titles. 

2. Prepare closing entries. 


Property Account 
$100,000 4/ 1/42 Retirement of Unit A atcost.... 8,000 
1/ 2/41 Appraisal write-up............ 40,000 7/ 1/43 Sale of all properties........... 158,000 
1/ 2/42 Addition—Unit B............. 22,000 
11/ 1/42 Flood damage................. 
Reserve for Depreciation—Property 
4/ 1/42 Removal of reserve for UnitA.. $ 800 12/31/39 Todepreciation............... 2,000 
7/ 1/43 Sale of all properties........... 17,120 12/31/40 To depreciation............... 4,000 
12/31/41 To depreciation............... 5,600 
12/31/42 To depreciation............... 6,320 
Capital 
4/ 1/42 Loss on retirement Unit A (Net 2/41 Appraisal write-up............ 40,000 
$7,200 less proceeds 1/43 Profit on properties. . 5,140 
Additional facts: Accounts payable—general............. $ 
: Boads 
An appraisal report dated January 2, i 
1941, states that the replacement cost new trict 25,000 
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Bonds payable—premium—-special assess- 
Building—garage—reserve for depreciation 5,000 
Buildings—other.....................- 300 ,000 
Capital outlays for construction—bridge. . 70 ,000 
Capital outlays for construction—special 
assessment—District No.1........... 26 ,000 
Contracts payable—bridge.............. 5,000 
Depreciation—garage.................. 2,500 
Encumbrances—bridge................. 25 ,000 
Encumbrances—general................ 7,000 
50,000 
Equipment—reserve for depreciation... .. 10,000 
75,000 
Estimated revenues..................-. 100 ,000 
Expenditures—general................. 104,000 
Garage—original appropriation.......... 60,000 
Inventory of materials and supplies— 
Inventory of materials and supplies—gen- 
4,000 
5,000 
20,000 
Materials and supplies used—garage.... . 2,000 
Overhead—garage. 2,500 
* Public improvements.................. 1,250,000 
Receipts—interest on special assessments— 
Reserve for authorized expenditures— 
Reserve for authorized expenditures—spe- 
Reserve for encumbrances—bridge....... 25 ,000 
Reserve for encumbrances—general...... 7,000 
12,500 
Revenues—general.................... 102,000 
Special assessments receivable—District 
18,000 
Special assessments receivable—District 
Taxes receivable—delinquent........... 75,000 


Explanatory Data 


1. The city has deposited all cash in a 
single bank account. The fund segrega- 
tion will require a separate account for 
each fund. The cash is owned as follows: 
garage, $2,000; bridge, $35,000; con- 
struction of pavement, $2,000; special 
assessment bond payments, $1,600; in- 
terest on special assessment bonds, 
$2,000; balance, general city. 

2. $3,000 of the special assessment con- 
struction expenditures is from cash be- 
longing to the general fund. 

3. The city’s share of special assessment 

construction unpaid is $5,000. 
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4. The municipal garage has supplied 
services in the amount of $1,000 for the 
general fund for which no settlement 
has been made. 

5. The municipal garage was built and 
equipped out of general taxes. The sur- 
plus earned by the garage to July 1, 
1942, is $3,000. 


No. 3 (alternate for No. 2) 


The Big Three Corporation contem- 
plates dissolution primarily because one 
of the three stockholders may be regarded 
as unfriendly. Adams and Brown, two of 
the stockholders, agree to form a partner: 
ship. 

From the information submitted here- 
after prepare a balance-sheet of A & B Co, 
partnership, as at December 16, 1943, 
after giving effect to the dissolution of the 
predecessor organization in accordance 
with a proposed reorganization agreement. 

Applicable data are enumerated below: 
1. A balance-sheet of the Big Three Cor- 

poration as at December 16, 1943, is as 

follows: 


Assets 
Current assets 
Receivables, less reserve 
135,000 
Inventories................ 225 ,000 
20,000 
Total current assets....... $475 ,000 
Property—stated at appraisal 
value determined as at De- 
cember 16, 1943............ $125 ,000 
Less: reserve for depreciation. 27,500 97,500 
Treasury preferred stock (par 
value $40,000), 47,250 
10,000 
Prepaid expenses............. 
$634,250 
Liabilities 
Current liabilities: 
Note payable—Mr. Case, 
stockholder.............. $ 30,000 
Accounts payable—trade. . . . 110,000 
Accrued liabilities.......... 8,000 
Accrued federal income tax. . 24,000 


Total current liabilities. . . . $172,000 
Reserve for contingencies. .... . 000 
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ital stock and surplus: 
stock— 
erred stock—par value 


$100 (entitled to $110 in 

liquidation), authorized 

1,000 shares; in treasury 

400 shares, outstanding 

100 ,000 
Common stock—no par— 

authorized 200,000 shares; 

issued and outstanding, 

100,000 shares stated at 

nominal value of $1.00 per 


Paid-in surplus............... 150,000 
$350,000 


Revaluation surplus arising from 


property appraisal as at De- 
cember 16, 1943............ 50,000 
Earned surplus............... 12,250 412,250 
$634,250 


2. The capital stock records of the cor- 
poration as at December 16, 1943, 
indicate that there are three stock- 
holders who have retained their respec- 
tive interests since corporate organiza- 
tion prior to 1935, as shown by the 
following tabulation: 


Stockholder 


3. In accordance with a reorganization 
agreement, the corporation will ac- 
quire the stock interest of Mr. Case and 
thereafter the corporation will be dis- 
solved by an appropriate disposition of 
its net assets. 

4. In order to finance the acquisition of 
the stock interest of Mr. Case, the 
property was appraised (as summarized 
below) as a basis for an $80,000 mort- 
gage satisfactorily arranged by the cor- 
poration with a bank. The appraisal 

made as at December 16, 1943, and 

reflected in the general books is sum- 
marized as follows: 
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ore 
Appraisal Surplus 


$125,000 $70,000 $55,000 
500 5,000 


Accumulated reserve.. 27, 22,500 


nN 


$ 97,500 $47,500 $50,000 


The stock interest of Mr. Case is to be 
acquired by the cash payment of $110 
per share for the preferred stock and $3 
per share for the common stock. Such 
reacquired stock is to be canceled. 


. After acquisition of the stock interest 


of Mr. Case, disposition of the net assets 
of the corporation in complete liquida- 
tion and dissolution is to be made as 
set forth below: 

(a) The note payable to Mr. Case is to 


paid. 
(b) The investments (having a quoted 
market value of $35,000 as at De- 
cember 16, 1943) reflected in the 
balance-sheet of the corporation are 
to be distributed at the market 


Preferred Common 


Total Paid-in Shares Paid-in Shares Paid-in 


$115,000 300 $30,000 35,000 $ 85,000 


Isls 


105,000 100 10,000 40,000 95,000 


20,000 25,000 70,000 
$60,000 100,000 $250,000 


value (incident to the complete 
liquidation) to Mr. Brown. 

(c) The reserve for contingencies repre- 
sents a contingent liability on ac- 
count of guarantees under contract 
which is to be settled by the corpo- 
ration at 25 cents on the dollar. 

(d) The remaining assets are to be ac- 
quired and liabilities (including the 
$80,000 mortgage) to be assumed 
by a partnership organized by 
Adams and Brown. Mr. Brown in- 
vests cash in the partnership as 
necessary to equalize his partnership 

interest with that of Mr. Adams. 


20 ,000 
£75 ,000 
| 
97 ,500 
47,250 
10,000 
4,500 
34, 250 
30 ,000 
10,000 
8,000 
24,000 
72,000 { 
50,000 
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The Accounting Review 
ADJUSTING JOURNAL ENTRIES 
(1) Noti 
Inter-fund balance—special assessment fund (G.F.)...............seeeeeeeeeees $ 3,000.00 Ace 
Inter-fund balance—general fund $ 3,000.0 
To record advance by general fund to special assessment fund for construction Acc 
expenditures. @) 
Inter-fund balance—general fund $ 5,000.00 
Inter-fund balanc ial asessment fund (G.F.).............-...-20-20-- $ 5,000.00 
To record city’s share of special assessment construction. C 
(3) 
Inter-fund balance—general fund (Gar. F.).............2-.ccecceccecceeeecess $ 1,000.00 Pai 
Inter-fund balance—garage fund (G.F.). ..............-scceeccecececccees $ 1,000.0 
To set up liability of general fund for services rendered by garage fund. Ds 
CLOSING ENTRIES 
General Fund 
To close revenue account. 
To close expenditures and encumbrances. 
Special Assessment Fund 
Receipts—interest on special assessments..................0ceseeesccccenccees 1,000.00 
To close bond premium and revenue accounts into surplus. (2) 
To close cost of construction to reserve for authorized expenditures. 
To close balance of cash for construction since general fund cash of $3,000.00 was 
used for construction. 
Garage Fund 
To close revenues and expenses. 
Bridge Fund 
Reserve for authorized expenditures. ................ceccccecccccceeccceneces $ 95,000.00 
To close encumbrance and capital outlay accounts. 
Solution to Problem 3 
A anv B Co. 
Work Sheet Giving Effect to Proposed Dissolution of Big Three Corporation and Formation of A & B Co. Partnership ( 
December 16, 1943 ( 
(1) 80,000.00/ (3) 30,000.00 
(2) 97,000.00 
Receivables, less reserve $22,000.00........... 135,000.00 135,000.00 
Property—at appraised value................ 125,000.00 125,000.00 
Treasury preferred stock (par $40,000.00)... .. 47 ,250.00 (4) 47,250.00 
50.00 


Note payable—Mr. Case. ... 

payable—trade. .. . 

Accrued liabilities.......... 

Accrued federal income tax. . 

Reserve for depreciation... . 

Reserve for contingencies... . 
ital stock: 


erred, par value $100.00 per share....... 100,000.00 (4) 
Common stock, no par value 100,000 shares... 


Paid-in surplus............. 


Revaluation surplus........ 
Earned surplus............. 


Mortgage payable.......... 
Stockholders’ equity. ....... 


Adams, capital............. 
Brown, capital............. 
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$ 30,000.00 (3) 


30,000.00 
110,000.00 


| 
= 


8 


(8) 35,000.00 


KEY TO ADJUSTMENTS 


(1) To record mortgage on property. 
(2) To record acquisition of stock interest of Mr. Case: 


Preferred stock: 


Redemption premium (Surplus) 


Common stock: 


Charge to paid-in surplus 
Charge to earned surplus 


(3) To record payment of Case note. 

(4) To close capital stock and surplus accounts. 

tS To increase investments to market value. 

(6) To record settlement of liability on account of guarantees. 


(7) To allocate stockholders’ 
Preferred stock: 


100 shares @ 110.. 
Common stock: 

7/15 of $276,500.00 

8/15 of $276,500.00 


equity to Adams and Brown: 


EH EEE EE HE EE ESE 


(8) To record distribution of investments to Brown. 
(9) To record investment by Brown. 


129 033.33 
147,466.67 


$162,033.33 $158,466.67 


A anv B Co. 
Balance Sheet Giving Effect to Proposed Reorganization Agreement 
December 16, 1943 
Assets 


Receivables, less reserve $22,000.00 


ventories 
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3,000.09 24,000.00 24,000.00 
27,500.00 
5,000.00 
1 
$661,750.00 
(1) 80,000.00 80,000.00 
000.9 (4) 268,000.00 
000. (5) 15,000.00 
(6) 37,500.00 
(7) 162,033.33 162,033.33 
7,000.00 (9) 38,566.66 
$573,566.66 
$20,000.00 
00.0 
25,000.00 
10,250.00 
$97,000.00 
5,000.00 
2,000.00 | 
2, 500.00 
2, 500.00 
500.00 
Adams Brown 
300 shares @ 110. . 33,000.00 
4,066.66 
5,000.00 
5,000.00 
5,000.00 
$ 74,066.66 
135,000.00 
3 , 566.66 


120 The Accounting Review 


Propert — in dissolution of 
ee 


Big orporation at appraised value as at December 16, 1943............ $125,000.00 
$546 ,066.66 
Liabilities 
Current liabilities 
Capital accounts 
$546 ,066.66 
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BOOK REVIEWS 


HERBERT E. MILLER 


Handbook of Accounting Methods. J. K. Lasser, Editor. 
(New York: D. Van Nostrand Company, Inc., 1943. 
Pp. xii, 1349. $10.00.) 


In presenting this book the publisher has taken a 
significant step in filling the need for a systems reference 
book which is at once concise, complete, and authorita- 
tive. The work is divided into four sections: 

How to Design an Accounting System, 250 pages in 

15 chapters, 

Records Required for Tax and Other Legislation, 74 

pages in 4 chapters, 

Systeras Used in Specific Industries, 71 articles in 

886 pages, and 

Bibliography, 115 pages. 

The first section, prepared by Bert V. Tornborgh, 
is not exhaustive in its treatment of the general princi- 
ples of system design and installation, but it appears to 
accomplish about all that one might reasonably expect 
in the number of pages devoted to this subject. Account- 
ants, other than specialists in systems work and those 
handling the problems peculiar to the larger business 
and industrial organizations, will find here an adequate 
discussion of a majority of their systems problems. To 
the more experienced it may well prove to be something 
of a first-rate “refresher course.’ 

The chapters of Section HI cover Federal Income 
Taxes, Payroll Tax Laws, Wage and Hour Law, and 
Other Regulatory Legislation. To the present reviewer, 
this is the weakest section of the book. It has the in- 
herent disadvantage which must always accompany an 
attempt to place within a few pages of a bound book a 
discussion of rules, regulations, and forms which are, in 
efiect, subject to revision from day to day. The reader 
will benefit from a review of the general principles out- 
lined but he cannot assume that the information ob- 
tained is currently applicable in the solution of his prob- 
lem, This section might well have been eliminated or 
reduced to the suggestion that every accounting system, 
if it is to possess maximum utility, must be constantly 
revised to meet the specific requirements of “tax.and 


other legislation.” 


Whatever may be the shortcomings of Sections I and 
Il, they are more than offset by the excellent develop- 
ment of Section III. Here are presented seventy-one 
articles covering a wide array of organizaticns. They 
have the merit of uniform presentation. Each article is 
subdivided into six parts: 


Brief Description of Business 
Theory of Accounts 
Accounts Required 
Operating Statements 
Balance Sheet, and 
Bookkeeping Methods. 


Four of the articles have been prepared by Mr. Lasser. 
The others are the work of some sixty-five accountants, 
each writing in a field in which he may well claim to be 


an expert. It is this encyclopedic section which makes 
the Handbook a significant contribution to the literature 
of the accounting profession. Opinions will differ as to 
the adequacy of the presentation of this system or that 
system. Certainly no reviewer is competent to evaluate 
the entire array of systems. If a generalization may be 
drawn from a sampling of the articles covering fields 
with which the reviewer has some familiarity, it may be 
reported that the experienced accountant should find 
these seventy-one articles satisfactory foundations on 
which to erect systems meeting the needs of clients in 
the fields. 

The last section is a bibliography (appended “with 
the consent of the American Institute of Accountants 
from whose files and books this material was ab- 
stracted”) “containing references to all the accounting 
material published in the United States during the past 
decade.” It is well-classified by industries and is ade- 
quately cross-referenced. Like all bibliographies on the 
grand scale, this one has the disadvantage that many 
of the cited publications are unavailable even to the 
accountant located near an excellent library. 

Stpney G. WINTER 

University of Towa 


The Taxation of Corporate Income. Charles John Gaa, 
(University of Illinois Press, 1944. Pp. x, 285. $4.00.) 


This book is based on the theory that there is wide- 
spread dissatisfaction with the present methods of ap- 
plying the Federal income tax laws to corporate income. 
In an early paragraph the author states “the chief crit- 
icisms center about the lack of clearly expressed and 
permanent principles of taxation and determination of 
income. According to many writers, the income tax 
system is made to vary according to political winds, the 
Government’s need for revenue, changes in general eco- 
nomic conditions, and outcries for social reforms.” 

The study is limited to operating, domestic corpora- 
tions and to the methods of determining their net in- 
come. In building up his case the author has drawn 
heavily on printed articles, books, court decisions, and 
the various governmental releases. More than 1400 
specific references are cited in documenting his material. 
The study covers the tax laws and the literature in the 
field from the beginning of the Federal tax laws until 
1939, 

In the beginning he attempts a definition of income. 
The economic concept, the accounting concept, and the 
income tax concept are defined, compared, contrasted, 
and criticized. A desirable working definition is reached 
in that income for accounting and income tax is the 
“net realized increase of economic power from all 
sources, measured in terms of money between two points 
of time, excluding additional investments and with- 
drawals of capital.” 

In logical sequence such subjects as periodicity, in- 
come realization, non-recurring items, the accounting 


7,500.00 
4,500.00 
0,000.00 
6 066.66 
2,000.00 
0,000.00 
4,066.66 
6,066.66 
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entity, gross income items, deduction items, amortiza- 
tion, and cost of goods sold are treated. The possibility 
of using a period other than twelve months with its 
attendant merits and criticisms is discussed. The idea 
of an economic cycle is suggested, with the thought 
that tentative tax payments should be made each year, 
final adjustment and payment to be made at the end 
of the cycle. Had his study been brought up to the 
present tax laws, the author, perhaps, would have sug- 
gested that the operating loss carry-over and carry-back 
provision was a partial attempt at the economic cycle 
theory. 

The discussion of the tax laws as they apply to non- 
recurring items, such as leasehold improvements revert- 
ing to the taxpayer, life insurance proceeds, mines, oil 
and gas wells, repossessions, patents, damage suits, 
gifts, involuntary conversions, and capital. gains and 
losses is very satisfactory. This part of the study is 
quite interesting in that it shows the variety of positions 
which the tax laws have taken since 1913. This subject 
of non-recurring items is completely developed and will 
serve as a very desirable reference as source material. 

The author’s definitions of the legal entity, the asso- 
ciation of shareholders entity, and the business entity 
are interesting. It is suggested that corporations and 
partnerships are, in many ways, similar, and as such 
should be taxed in the same manner. The author seems 
to favor the taxation of the corporation as a business 
entity. The treatment of dividends, both stock and cash 
is well done. From this part of the study on the entity 
theories he rather pleasingly concludes that “the pre- 
dominant characteristics of the accounting entity are 
inconsistency and expediency and that the three entity 
theories are used unsystematically both by accountants 
and the Federal income tax.” He will find much agree- 
ment with this statement. 

In his treatment of incomes, the author feels that 
dividends “accrued” (not declared but anticipated and 
charged to the vendee) at the time of purchase should 
be taxable to the vendor rather than to the purchaser. 
Non taxable incomes on state and municipal securities 
are treated with the “revenue involved idea.” Many will 
feel today that it will be satisfactory to tax the revenue 
rather than leave it exempt. 

The chapter on deduction items is interesting but 
adds little that is new or startling. 

The treatment of amortization leads the author to 
conclude that “the business world and accountants owe 
a debt to the income tax for its services in bringing to 
the attention of businessmen the importance and nature 
of amortization.” Certain inconsistencies and conflicting 
decisions by the Department and the Courts on depre- 
ciation and depletion might still leave something to be 
desired in standardizing the treatment accorded the tax- 
payer. The author’s discussion of inventories and cost 
of goods sold conforms pretty generally to the treatment 
by our present day accounting texts. 

In his concluding chapter the author makes a very 
constructive suggestion—that a non partisan, Federal 
commission should be set up to “coordinate the demands 
of the multitudinous governmental units. This commis- 
sion would have to be composed of business men, law- 
yers, accountants, tax experts, and government admin- 


istrators, and would have for its task the establishing of 
an ideal system of standards for income determination,” 

This book is “an historical and theoretical examina- 
tion of detailed income tax provisions.” The study 
should be brought on down to the present time. A short 
review can in no way indicate the tremendous amount 
of detail that is included in the text. Every economist 
and accountant interested in taxation will enjoy reading 
this book. 

GEOFFREY CARMICHAEL 

Indiana University 
The Evaluation of Receivables and Inventories as an In- 

tegral Part of Credit Analysis. Edward F. Gee. (Cam- 

bridge, Massachusetts: Bankers Publishing Com- 
pany, 1943. Pp. x, 224. $3.50.) 

The author of this little volume for the bank credit 
officer is primarily concerned with the evaluation of 
trade receivables and inventories. His fundamental ob- 
jectives are (1) to establish the importance of receiva- 
bles and inventories in credit analysis, and (2) to ad- 
vance and promote an understanding of the evaluation 
of these two primary assets. He is concerned only with 
the extension of commercial or business credit by banks 
as opposed to personal or consumer credit. The author 
excludes special types of busiress operations such as 
service organizations and finance companies and con- 
fmes his interest exclusively to a consideration of the 
credit responsibility of retailers, wholesalers, dealers and 
manufacturing establishments. 

The author starts out with a review of the funda- 
mental factors in commercial credit! analysis, with a 
separate chapter devoted to the financial factor and its 
importance in arriving at decisions in connection with 
the extension of commercial credit. In the appraisal of 
the financial factor Mr. Gee emphasizes the importance 
of the balance sheet, and after discussing its essentiality 
and other interesting aspects he narrows the discussion 
down to a consideration of receivables and inventories 
and their predominant significance to commercial bank 
lenders in contrast to the other items in the balance 
sheet. With this theme established, several chapters 
are devoted to the analysis of receivables, including 
relationships with other items, relative importance of 
various analytical methods and standards, handling of 
bad debt losses and reserves, and the development of @ 
quality ratio for accounts receivable. The remainder of 
the work is devoted to the analysis and valuation of 
inventories with particular emphasis on special in- 
ventory methods. In setting forth techniques and prin- 
ciples for appraising the soundness of receivables and 
inventories he tries to exhaust their possibilities as 
sources of information essential to sound credit exten- 
sion. 

One seldom finds as much space in a work of this 
kind devoted exclusively to the analysis of receivables 
and inventories. This is due to the fact that he believes 
that these two elements must be lifted from the whole 
and examined in exhaustive detail if the ultimate good 
is to be achieved in the interpretation of financial data, 
As a result, it goes a long way in high lighting the sig- 
nificance of these items from the analytical point of 


view. 
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Mr. Gee is to be commended for a particular thought 
with which he threads his discourse. Throughout the 
yolume there is an attempt to discuss fully the analyti- 
cal utility of exceptional details, and this is important 
because many analysts are confused or perplexed when 
they are supplied with unusual data and make little or 
inefiectual use of its possibilities. He is trying to get 
away from the mistake of many writers on statement 
analysis in adapting their procedures to the financial 
information that is ordinarily available from the aver- 
age statement and ignoring the greater good that may 
be derived from the more informative details of a special 
nature. 

The reviewer recalls that several years ago the impor- 
tance of ratios was overexaggerated and many people 
believed that by applying a number of ratios to a fman- 
cial statement, a credit or an investment problem could 
be solved as absolutely as the application of chemical 
analysis to a certain solution to determine its contents. 
After they realized the folly of this, many went to the 
other extreme and decided ratios were useless and a 
waste of time. It would seem to the writer of this review 
that there is a middle ground here on which one can 
intelligently stand. There is a place for ratio analysis 
but only as a part of a more comprehensive analysis. 

In other words, ratio analysis is a tool and as such 
must be intelligently used and applied, keeping in mind 
its value as well as its limitations. The author seems to 
be in agreement with this point of view when he warns 
the readers of this volume as follows: 

“Ratios, trends, proportions, indices—use them all 
and advantageously so, but don’t lose sight of their 
limitations; they are indicative, not definitive and where 
they point to the necessity and the procedure is prac- 
ticable, we should always delve behind the figures into 
the underlying basic situation to determine its funda- 
mental soundness.” 

The material shows the result of careful selection 
and the chapters are well organized and logically ar- 
ranged with a good sense of balance and proportion. 
The subheadings and analytical table of contents make 
the material more useful and available. The questions 


_ for discussion and review at the end of each chapter 


should give it added value for use in college classes. The 
footnotes and statistical material are kept well below 
the burdensome level, much of the latter being relegated 
to the Appendix which includes such interesting supple- 
mentary information as suggested natural fiscal closing 
dates, representative asset proportions, sales to receiv- 
ables ratios, bad debt loss proportions, typical terms of 
sale, extension of auditing procedure and sales to mer- 
chandise ratios. 
L. Tuomas FLATLEY 
Zick, Price and Company 
South Bend, Indiana 


New Firms and Free Enterprise: Pre-War and Post-War 
Aspects. Alfred R. Oxenfeldt. (Washington, D. C.: 
American Council on Public Affairs, 1943. Pp. 196. 
Paper Ed. $2.50, Cloth Ed. $3.25.) 

This book should be of interest to many different 
groups of people: to economic theorists for the light it 
throws on some of the fundamental propositions of 
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economic theory; to prospective entrepreneurs for its 
discussion of some of the problems of establishing a new 
business enterprise; to college students for a description 
and analysis of one very important aspect of our eco- 
nomic system; to politicians who are interested in main- 
taining and improving a free enterprise economic sys- 
tem. The author’s aims in writing this monograph seem 
to have been to describe the process of the establishment 
of new firms, to evaluate the social usefulness of new 
firms and to make recommendations for the improve- 
ment of the system of establishing new enterprises. To 
accomplish his aims the author uses many types of 
materials. He makes use of factual data, some published 
before and some new. He makes informed guesses where 
data are only suggestive. He presents his general ob- 
servations of the process of the birth of new business 
firms. For example, what type of people became entre- 
preneurs and why do they choose to become entre- 
preneurs? He tells us what should be true on the basis 
of deductive reasoning, and he expresses his value judg- 
ments regarding the social usefulness of new firms. 

It is unfortunate that such a large fraction of this 
study is not based upon scientific facts. For this the re- 
viewer does not blame the author. But it should serve 
as a stimulus to go out and get the necessary facts to 
support or deny many of the guesses and judgments 
which the author has made. This review will discuss the 
author’s contribution under the headings of (1) facts 
and guesses about facts; (2) general observation of the 
process of establishing new enterprises; (3) evaluation 
of social usefulness; and (4) recommendations for action. 

Facts are presented on a birth rate of completely 
new businesses, “successions” to similar concerns, and 
“extensions” of established businesses into new fields. 
It is observed that the number of new businesses estab- 
lished reached a peak about 1925 and there has been a 
downward trend since then. In a “Note on Post-War 
Implications” the author observes that the immediate 
post-war prospects for the establishment of new enter- 
prises are favorable, but the.long term prospects are 
unfavorable. Most new businesses are retail establish- 
ments and individual proprietorships. Approximately 
two of every five new concerns are some form of “suc- 
cession.” There is little data on “extensions,” but an 
examination of the largest firms in six new fields (fluo- 
rescent light tubes, radios, mechanical refrigerators, 
electric rasors, air conditioning equipment and plastics) 
show that very few of them were originally established 
to produce the product in question. The conclusion is 
that new products are brought to market primarily by 
already established firms “extending” into a new field. 
Familiar factual data is presented regarding deaths and 
survivals of businesses. Most new businesses die at an 
early age, and it seems that, the most popular cause is 
lack of capital. 

The author’s discussion of who becomes an entre- 
preneur and why does he become an entrepreneur, is the 
best part of the study in this reviewer’s opinion. The 
author analyzes these questions by a combined use of 
factual data and general observation. He points out 
the data it would be desirable to have to study the ques- 
tion more fully. Four different types of entrepreneurs 
of new businesses are distinguished: (1) those who face 
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a choice of being an employee or entrepreneur; (2) those 
who wish to escape from unemployment (illustrated 
typically by older people who “retire” into some sort of 
retail business); (3) the man of means who is looking 
for some profitable opportunity to exploit; and (4) 
those who close up one business to start another. The 
author decides that these entrepreneurs are not so dif- 
ferent from other people; they ‘‘do not appear to be dis- 
tinguished by love of risk-taking.” (P. 85.) They are 
simply people who “select the most desirable of the 
known alternatives.” (P. 78.) Facts which are presented 
show that entrepreneurs are “generally of mature age.” 
Most of them have had experience in the same or an 
allied field. Many entrepreneurs start several different 
businesses during their lifetime. The author arrives at 
the informed guess that during his lifetime ‘‘more than 
one person out of every fifteen goes into business for 
himself.” (P. 100.) 

’ The author’s conclusions regarding the social useful- 
ness of new businesses are provocative. Economically 
“most new firms seem to be a source of waste.” (P. 
186.) But the freedom to start a new business is defended 
on social grounds. It is a value in itself (p. 22)—like 
self-government, I presume. It “provides some indi- 
viduals with an escape from unemployment and others 
with an escape from the insecurity and humiliation 
that sometimes attach to employment in the business 
of another.” (P. 186.) It also provides a mechanism 
whereby leadership is tried out and national leaders 
can arise. (P. 188.) 

The author makes the following recommendations to 
improve the system of establishing new enterprises. (1) 
Profit information now collected by the Bureau of 
Internal Revenue should be made public. (2) The scope 
of government product-testing should be extended and 
its findings circulated more widely. (3) Private or gov- 
ernment-financed lending agencies should be established 
to make equity investments in new firms. There is a 
good chance, in the author’s opinion, that such invest- 
ments may be profitable, on the whole; and even if 
they were not, they “might be socially profitable.” (P. 
190.) (4) “Other barriers to entry of new firms should be 
removed.” (P. 190.) Some of these barriers are (a) ex- 
clusive dealer contracts, (b) “contracts which require 
suppliers to meet the price of the lowest bidder” (P. 
190), and (c) agreements between labor unions and em- 
ployer associations to refuse to supply labor to new 
firms. (5) The author concludes that the possibilities 
are exceedingly slim for setting up an unprejudiced 
administrative unit to pass on the qualifications of 
aspiring entrepreneurs. “Public commissions or private 
boards have almost always interpreted their function 
to be the protection of established business.” (P. 191.) 
(6) Finally, “in practice, most people who are com- 
petent to direct business enterprises are not in a position 
to enlist. It is imperative that more people have an 
opportunity to experiment with entrepreneurship under 
favorable circumstances. Otherwise freedom of oppor- 
tunity merely implies the freedom of a small group to 
advance its economic status and freedom of the vast 
majority to dissipate limited resources.” (P. 192.) 

James E. Ducan 
Pfc. Army of United States 
Fort Snelling, Minnesota 


Industrial Accounting, War and Post-War Problems, 
National Association of Cost Accountants Year 
Book, 1943. (New York: Pp. iv, 211. $3.00.) 


It is necessary that textbooks written in the field of 
accounting be confined to the discussion of 
accepted accounting principles and practices. Students, 
professors, and practitioners, therefore, must rely upon 
technical publications for information concerning cur- 
rent accounting and managerial problems. The 1943 
Year Book of the National Association of Cost Account- 
ants entitled, Industrial Accounting, War and Post-War 
Problems, is one of that organization’s many technical 
publications. It is of special interest to accountants be- 
cause it is a record of the discussions of the wartime 
and postwar problems which must be reckoned with 
now, and in the future, in the industrial field. 

The Year Book is a record of twelve papers presented 
by prominent accountants and industrial leaders at the 
1943 Convention of the N.A.C.A. held in Boston, June, 
1943. The papers vary from the highly technical to the 
general in scope. Some of them contain criticisms of 
governmental departments and bureaus, but such crit- 
icisms are meant to be, in the main, constructive. The 
discussions are grouped under the following topics: 
War Contract Problems, Wartime Industrial Account- 
ing Problems, and Post-War Problems. 

The first topic, War Contract Problems, consists of 
four papers. Lieutenant-Colonel John W. McEachren 
discusses ‘Cost Determination under Audited War Con- 
tracts.” He is concerned with explaining War Depart- 
ment accounting activities in connection with the deter- 
mination of contract costs. The discussion emphasizes 
the problems arising out of termination of contracts of 
the fixed-price variety. These problems are relative to 
the accounting basis of the negotiated settlement and 
probable factors in the settlement, such as, the prime 
contractors’ own costs, the proportion of profit properly 
applicable to the uncompleted work, subcontractors’ 
claims for costs of the uncompleted portion of their sub- 
contracts, and costs incurred by the prime contractor 
subsequent to terminatioa in connection with the pro- 
tection of government property and in connection with 
the settlement. Commander J. Harold Stewart describes 
“Recent Developments and Trends Affecting War Con- 
tract Accounting.” He points out the reason for a trend 
away from Cost Plus a Fixed Fee contracts to Fixed- 
Price contracts and devotes some space to the adminis- 
trative functions of the government in this field of war 
contracts. Commander Stewart shows that the Army 
and Navy are interested in complete cooperation, one 
with the other. The third paper “‘Renegotiation of War 
Contract Prices,” is presented by Commander N. Loyall 
McLaren and here is found a description of the Navy 
Price Adjustment Board’s policies and procedures. This 
is not a technical paper but is one which should be of 
interest to anyone in the academic field, as well as in 
the practical field of accounting. Eric A. Camman, in 
the fourth paper, “War Contract Termination,” in no 
sense of the word duplicates the material in the first 
paper of this group. This dissertation deals with a pro- 
posed uniform termination clause suitable for incorpora- 
tion, by reference, in all war contracts. The objectives 
of such a uniform clause are to eliminate the uncertail® 
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ties of contractors as to the treatment of their contracts 
upon cancellation, and to speed up and simplify the 
settlement of terminated contracts so as to facilitate 
the return to peacetime production and employment. 

This paper deals with a postwar condition and explains 
the need for such a termination clause. Time and space 
are given to a careful analysis of the proposed clause. 

The paper is technical in nature, but can be very helpful 
to management if executives will give it careful scru’iny. 

At the close of this paper there is a panel discursion 
made up of the men presenting the papers. This part of 
the Year Book has much to offer in the way of answers 
to specific practical questions. 

Wartime Industrial Accounting Problems is consid- 
ered in four papers. F. F. Hoyt, Vice-President and Con- 
troller, Carrier Corporation, discusses “Cost Control in 
Wartime,” and presents one of the most astute observa- 
tions regarding cost control and taxation. It is a tech- 
nical paper filled with applications of good theory, both 
in accounting and economics. “Wartime Inventory 
Problems” are discussed by C. Howard Knapp, Assist- 
ant Treasurer, Holtzer-Cabot Electric Co. He considers 
the problems in industry in general and reaches into the 
post-war period in his scope of recommendation of 
present day principles of accounting for inventory. 
Douglas M. Barrows, Vice-president and General 
Manager of Haskins Brothers and Co., discusses ““War- 
time Problems of the Industrial Accounting Office.” 
In the last paper in this group, Walter B. Staub, partner 
of Lybrand, Ross Bros., and Montgomery, considers 
Wartime Problems in the Presentation of Financial 
Statements. Mr. Staub has approached the problem 
from the standpoint of everyone who has anything to 
do with the presentation and preparation of financial 
statements. This paper should be of interest to manage- 
ment, accountants, and economists. Again after the 
presentation of these papers there is a panel discussion 
filled with technical questions and answers of current 
significance. 

The third topic, Post-War Problems, is discussed in 
two papers. Leo M. Cherne, Executive Secretary, Re- 
search Institute of America, in his treatment of the sub- 
ject, “Preparation of Post-War Progress,” puts into 
words the thoughts of many accountants today. The 
purpose of his paper is to warn against becoming so con- 
cerned with present day problems and so sat'sfied with 
present day profits that tomorrow, the postwar period, is 
forgotten. Business executives and accountants should 
find this paper significantly interesting. He points out 
where the individual problems lie and their implications 
to the cost accountant. Stanley Z. Bronner, Assistant to 
the Treasurer, Bridgeport Brass Company, presents the 
last paper of the compilation. His subject, “Budgeting 
for the Transition Period,” is divided into four periods. 
He defines these periods as being the Conversion period, 
the Replacement period, the Trade Recession or Adjust- 
ment period, and the Prosperity-Recovery period. In 
the light of the above, six kinds of budgets are dealt 
with relative to each period. The paper is semi-technical 
but provides a springboard for general considerations. 

Some accountants may contend that the Year Book 
publications are too long and that the panel discussions 
should be left out. However, these panel discussions 
bring into the program actual, specific problems which 
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it is impossible to incorporate in the papers, and it ap- 
pears that here lies the true understanding of just what 
the specific problems can be. 

Not only do these Year Books of the National Asso- 
ciation of Cost Accountants contain valuable informa- 
tion for people in the industrial accounting field, but 
also for public accountants, professors, and students. 

C. F. Suara 

Louisiana State University 
Wage Determination Under Trade Unions. John T. 

Dunlop. (New York: The Macmillan Company, 

1944, Pp. ix, 231. $3.50.) 


Probably one of the most complex problems in the 
field of labor is the discovering and understanding of 
the role that labor unions play in the determination of 
wages. In this book the author makes some intelligent 
contributions to the understanding of the above prob- 
blem. In the first place, while analyzing the pricing 
activities of labor unions, no attempt is made to treat 
these institutions as abnormal or as intrusions in a free 
market, and therefore as destructive forces. Unionism 
is viewed, and objectively so, as being normal and result- 
ing from the forces in the social and economic environ- 
ments. Furthermore, the viewpoint of the author is not 
particularistic; that is, the explanation of the problem 
is not in terms of economic theory alone because this 
would give a distorted picture, but wider economic 
models than economic theory are utilized. Many con- 
crete data are given to verify the conclusions reached. 

It is recognized that collective bargaining and its 
effects must be understood because by influencing wages 
and employment this economic device of the workers 
will determine materially the type and amount of gov- 
ernmental intervention in industrial affairs. Collective 
bargaining may function to set the exact level of wages 
between marginal productivity and subsistence. There- 
fore, to appreciate the influence that unions will have 
upon wages, the variables that affect bargaining must 
be studied. Here the author is aware that wages are not 
wholly determined in a world of free and automatic 
markets; consequently, it is necessary to understand 
the factors in the existing labor market in order to ap- 
preciate wage determination. It is implied throughout 
this treatise that unions may raise the wages beyond the 
marginal productivity level, the point where manage- 
ment can and will pay if forced to do so, and create 
serious maladjustments, but if unions can function to 
bring wages up to marginal productivity, then these 
agencies can be assets rather than liabilities to the eco- 
nomic system. 

It is contended that trade unions guard the interests 
of workers, therefore these organizations seek the most 


. favorable wage structure possible; that is, they maxi- 


mize the wage bill. However, it is pointed out that the 
wage policy of unionism is not only concerned with ob- 
taining the highest wage, but it functions to mate- 
rialize numerous non-income objectives. Important 
among these objectives are the promotion of member- 
ship in a union, the allocation of the available workers 
accomplished by demanding overtime penalties which 
may lead to the hiring of additional help, the controlling 
of the rate of the introduction of technological inven- 
tions either by increasing the costs on the innova- 
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tion or decreasing the costs of the old methods of pro- 
duction, and the attaining of better working conditions. 
This latter is accomplished by demanding extra com- 
pensation for the night shift, for holidays and Sundays, 
and for hazardous jobs. 

The extent to which unions maximize the wage bill 
will vary with such factors as the type of workers in- 
volved, the formal bargaining unit, and the character of 
the competition in the markets. The wage structure 
does not function in a single market but in a cluster of 
markets. It is adequately pointed out that the union 
not only affects the wage rate by limiting the supply of 
workers, or by creating an artificial scarcity in the midst 
of plenty of workers, but by influencing the price of the 
product which the union persons are producing as well 
as other products. 

One important contribution of this book is that full 
recognition is given to factors other than unionism as 
far as wage determination is concerned. In general the 
conclusion is reached that even if unions are present in 
industry, there will be a substantial degree of rigidity of 
wages because changes in wage rates depend upon 
changes in demand. Many valuable concrete data are 
used in the discussion of cyclical variations of wages, 
labor costs, and labor income. For example, the author 
studies carefully the available wage data for the years 
1929-39 and reaches some important conclusions. Wages 
during this period fell first and rose last in such light 
industries as the silk and wool, lumber, furniture, 
hosiery, and boot and shoe industries. The movement of 
the wage structures in the so-called heavy industries 
was much slower. This differential movement in wages 
in the light and heavy industries is explained on the 
basis of the greater competition in the product markets 
of the light industries and the high wage costs in relation 
to the total cost of production in the light industries. 
The fact that the light industries are as thoroughly or- 
ganized as the heavy industries indicates that unions 
play a relatively unimportant role in the differential 
wage movement between these two general types of in- 
dustries. 

After analyzing the available concrete data in order 
to discover the role of unionism in the field of wage de- 
termination, the author concludes that it is the decline 
in product prices and not unemployment or unionism 
that causes the lowering of the wage structure. Relative 
to the factor of unemployment, it is shown that wages 
fell last in industries where unemployment was the 
greatest. It is granted, however, that trade unions may, 
by employing certain devices, postpone wage reductions 
for a short time, but if these organizations wish to pre- 
vent the downward trend in wages for a longer period, 
some way must be developed to control product prices. 

This small treatise contains one of the best discus- 
siovs of wages to appear in recent years. It clarifies some- 
what the role of unionism in wage determination. It also 
raises questions and suggests numerous avenues for 
further research for the specialist in the field of labor. 
However, because of its lack of coherence, and its 
sketchy definition of some of the concepts used, this 


manuscript has curtailed its value materially. 
Wa trter L. Dayzm 
University of Iowa 


Industrial Management. Asa S. Knowles and Robert 
D. Thomson. (New York: The Macmillan Company, 
1944. Pp. xiv, 791. $4.50.) 


Here is an excellent textbook which incorporates, in 
somewhat compressed form as two of its integral parts, 
the two books by the same authors and publisher, which 
have already been published under the titles “Produc. 
tion Control” and “Management of Manpower.” But, 
in addition to these two functional phases of manage- 
ment, this text includes for the reader such necessary 
parts of a general text on management as Management 
of Physical Property, Organization of the Physical 
Plant, Budgeting, and Cost Control. 

For a complete description of the general scope of 
this book, special mention should be given to the care- 
fully adapted selection of problems based on the text 
material, following each of the six parts of the book. 
These problems are not too extensive but are specific 
and are also well fitted to the subject matter of the pre- 
ceding section of the text. As a brief introduction to the 
analysis of these problems, there is a list of questions 
which serves to direct the reader’s independent consid- 
eration of these problems. Thus, by the combined use of 
the text, the questions, and the problems, more efficient 
results from the time given to reading the text may be 
derived. 

Although this book covers subject matter which is 
constantly changing and progressing, the book is thor- 
oughly up-to-date as of the time of its publication. 
Sufficient illustrations, diagrams, and charts such as are 
used in modern industry are included to amplify the 
reader’s understanding of technical features of manage- 
ment routine. 

The sequence in presenting the subject matter of 
management is important to the merit of any such book. 
In this work the presentation follows the reliable, con- 
sistent and logical order of proceeding from the general 
to the more specific subjects. The many citations of de- 
tail and references to special topics are interwoven into 
this general plan in an orderly manner. 

Among the specialized parts of the book is the treat- 
ment of four kinds of conditions which necessarily re- 
quire different adaptations of the techniques of produc- 
tion control. To clarify these distinctions, four types of 
production control are covered in this part of the book; 
namely, the type encountered in jobbing manufactur- 
ing, in mass production, in the load type, and in non- 
repetitive jobs such as prevail on large construction 
projects. 

This book shows, by its character and nature, the 
fortunate combination of varied experience of the au- 
thors who have been engaged for several years in teach- 
ing, in consulting management work, and also in the 
actual ownership and management of manufacturing 
companies. From such a background the authors are 


t 


able to present a particularly practical textbook helpful 
to both students and executives. 
N. Davis 


Term Lending to Business. Neil H. Jacoby and Raymond 
J. Saulnier. (New York: National Bureau of Eco- 
nomic Research, 1942. Pp. 163. $2.00.) 


The old commercial credit theory of banking, 
whereby bank credit was concentrated in short term 
loans secured by a stock of goods awaiting sale in the 
near future, has now become a subject of rather aca- 
demic discussion and is considered with quaint curiosity 
as a phenomenon of a bygone era. Although its roots go 
back to the ’twenties, a great revolution in banking 
has occurred since the turn of the Great Depression. 
This revolution has been most marked by the tremen- 
dous preference of the banking system for Government 
securities as opposed to loans. In addition, however, the 
nature of loans themselves has shifted from the classical 
short term one turnover advance or discount to the 
“term loan,” an advance with a maturity of one to fif- 
teen years, frequently unsecured, and put to more gen- 
eral use by the borrower than the purchase (or pro- 
duction) and sale of a particular batch of goods. 

It is this relatively new type of bank credit which is 
discussed by Messrs. Jacoby and Saulnier in their Na- 
tional Bureau study, Term Lending to Business. The 
general facts covered by this study are rather familiar 
by now, and the financial journals and published discus- 
sions of bankers have been full of discussions of term 
loans. This study, however, is the first to present a 
wealth of factual material on the subject, over a period 
of time and covering insurance companies and public 
agencies as well as commercial banks. In a manner 
which is quite unusual for the National Bureau, it devi- 
ates from the mere statistical story toward a most inter- 
esting analysis of bank practices and techniques in term 
lending. 

Its major findings may briefly be summarized as 
follows: Term loans have grown from almost nothing 
in 1933 to about one-third of all commercial and indus- 
trial loans and 12 per cent of all loans held by commer- 
cial banks. Larger loans are apparently more important 
than smaller, and, concomitantly, large borrowers have 
acquired more term loans than smaller concerns, but 
this situation has been somewhat diluted since the ad- 
vent of the National Defense Program in 1940. In the 
banks and the insurance companies, manufacturing 
concerns accounted for the largest single portion of 
loans, but public utilities, mining, and extraction (in- 
cluding oil production) combined received a highly sig- 
nificant share. The loans themselves are usually for five 
years, although large amounts run for a longer period. 
About one-third of the money is used for working capi- 
tal or plant, and about one-half was employed for re- 
funding in the period reviewed (1934-1941). Only one- 
third of the loans made by banks and insurance com- 
panies was covered by collateral; the remainder was 
covered by a loan agreement concerning certain criteria 
and regulations for the prosecution of the borrower’s 
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business. A majority of the loans is repaid in equal, or 
nearly equal, instalments. Interest rates average about 
2-3 per cent, although they run higher (5-6 per cent) 
on smaller loans. 

The authors of the study ascribe the rapid rise in 
term loans, from the demand side, to a disinclination 
on the part of borrowers to both short and long term 
credit. Short term credit was not appropriate for the 
reconstruction of depreciated equipment and depleted 
working capital which was required all during the ’thir- 
ties. Long term credit was avoided, due both to long 
run uncertainties and to the difficulties and expenses 
involved in selling bonds (and equities). On the supply 
side, the banks were seeking a remunerative form of 
credit, which would be reasonably safe but which would 
also yield a higher return than government securities. 
The broadening and liberalizing of bank loan policy 
was encouraged, first, by a wider coverage of assets 
eligible for rediscount at the Federal Reserve banks (in 
the Banking Act of 1935), and second, by new defini- 
tions for bank examiners which permitted thum to ap- 
prove a loan which in earlier days might have been 
classified “‘slow.” 

The book is perforce a short one, for the facts can be 
told within a brief space. The broader implications of 
term lending are, unfortunately, not covered by the 
study. It is too bad that National Bureau’s neurotic 
reluctance to indulge in anything which might be con- 
troversial has prevented a more profound discussion of 
this type of credit. In the first place, term lending repre- 
sents an important, albeit probably unconscious, ex- 
periment in qualitative credit control, for the banks 
were certainly encouraged to engage in longer term 
loans (they had persistently renewed short term loans 
in earlier days) by the liberalization in rediscount provi- 
sions and in examination procedure. 

On the other hand, the technique of monetary con- 
trol has been complicated by the introduction of this 
new type of credit. There is no open market for these 
loans, as there is for securities or insured mortgages; 
there is nothing available in the form of the old discount 
or acceptance market, as there was for the old type loan. 
Thus, if the monetary authorities have given the green 
signal to term loans, they must accept the responsibility 
of providing liquidability and shiftability for those 
loans which are sound. 

Secondly, the basic principle of collateral, on which 
the credit system functioned for so long, has been dis- 
carded in this case for the more intricate concept of 
potential earning power. The bulk of term loans is 
based on the anticipated ability of the borrower to earn 
enough and to be able to “throw off” enough cash to re- 
pay this loan over a period of time. Thus the banker 
must, much more than in the past, really become a 
specialist in the business of his customer: he must rate 
the customer’s business ability, the market for his 
product, his position vis-a-vis his competitors. 

There is the further question of the bankers’ attitude 
toward term lending. The authors point out that it has 
been rather passive in the past, and the comments of 
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the American Bankers Association continue to show 
some malingering of affection for the classical form of 
short term loan. This problem is of importance for the 
future of bank credit patterns in the period after the 
war, when the banks will be loaded with governments 
and some diversification in portfolios will be essential 
and when the credit demands of business are likely to 
be varied and large. Perhaps the record of term loans 
during a sharp financial crisis—to date the record has 
been good—will influence the final outcome of this issue. 

Another problem suggested by term loans is that of 
risk as opposed to ability to pay. It is evident that, the 
longer the term of a loan, the greater the uncertainties 
involved in repayment. However, it is also true that the 
periodic instalment on a given loan can be smaller as 
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the term of the loan is lengthened, thus facilitating the 
borrower’s task in repayment. Somewhere between 
these two limits lies a happy combination of factors, 
although that exact position will probably vary from 
loan to loan. This is a point, however, which has not re- 
ceived very much attention to date. 

These are only a few of the implications raised by 
Term Lending to Business. It is to be hoped that, if the 
authors themselves have skirted the broader significance 
of their subject, their careful study will at least bea 
focal point for others to investigate its more far-reach- 
ing aspects. 


Office of Strategic Services 


Peter L. BERNSTEIN 
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ASSOCIATION REPORTS 


PROGRAM OF THE ANNUAL MEETING 


FRIDAY, SEPTEMBER 8, 1944 
Palmer House, Chicago 
Morning Session 
Toric: Postwar Education in Accounting 
CuarrMAN: Dean Russell A. Stevenson, Univer- 
sity of Michigan 
“Internship Training in Accounting,”’ Professor 
Herbert E. Miller, University of Minnesota 
“The Professional Accounting Course,” Professor 
C. A. Moyer, University of Illinois 
“The Development of Aptitude Tests for Ac- 
countants,” Mr. John L. Carey, Secretary, 
American Institute of Accountants 
“Training Accountants for Government Service,” 
Mr. Mark S. Massel, Chief, Policy Branch, 
Purchase Division, Headquarters, Army Serv- 
ice Forces 
Afternoon Session 


Toric: Termination of War Contracts 

CHAIRMAN: Major Herbert F. Taggart, Office of 
the Fiscal Director, Headquarters, Army Serv- 
ice Forces 

“Accounting Reviews of Contract Settlement 
Proposals by Government Personnel,” Lt. Col. 
Fladger F. Tannery, Contract Audit Branch, 
Army Air Forces 

“The Contractor’s Organization for Contract 
Termination,’ Mr. W. Reetz, Controller, Stew- 
art-Warner Corporation 

“The Role of the Public Accountant in Contract 
Termination,” Mr. J. W. Queenan, Partner, 
Haskins & Sells 

“Training of Contractor Personnel in Termina- 
tion Principles and Procedures,”’ Professor Ed- 
ward Paul Smith, University of Pennsylvania 


Dinner Meeting 
Business Session; Election of Officers 
SATURDAY, SEPTEMBER 9, 1944 


Morning Session 

Toric: Cost Accounting Principles 

Cuamrman: Professor Robert L. Dixon, Jr., Uni- 
versity of Michigan 

“Cost Accounting versus the Price System,”’ Mr. 
W. B. Lawrence, Director, Cost Accounting 
and Statistical Department, American Photo- 
engravers Association 

“Overhead Allocation Limitations,” Professor 
William J. Vatter, University of Chicago 

“Fixed and Variable Costs,”’ Professor Charles F. 

Schlatter, University of Illinois 


Afternoon Session 


CHAIRMAN: Mr. Carman G. Blough, President 

“Fiscal Controls in the U. S. Government,” Mr. 
Eric L. Kohler, formerly executive officer of the 
Petroleum Administration for War 

“The Averaging of Income for Tax Purposes,’”’ Dr. 
Roy Blough, Director of Tax Research, U. S. 
Treasury Department 

“Teaching Accounting to Non-technical Stu- 
dents,’ Mr. George O. May, Price, Waterhouse 
& Co. 


REPORT OF THE BUSINESS SESSION 


The American Accounting Association 
held its annual convention in the Palmer 
House in Chicago on September 8 and 9. 
The change from the holiday season to 
the earlier date was made so that the 
problem of transportation and hotel ac- 
commodations would be less acute. 

On Friday evening the regular business 
meeting of the Association was held in 
connection with the usual banquet. More 
than one hundred persons attended. Mr. 
Edward Kracke and Mr. William Charles, 
representatives of the American Institute 
of Accountants, spoke briefly. 

President Blough announced that more 
than 150 people were in attendance at the 
convention. The secretary-treasurer gave 
an interim financial report and announced 
that approximately 250 new members had 
been secured in 1944. Mr. John L. Carey, 
Secretary oi the Americar Institute of 
Accountants, announced that President 
Blough had accepted appointment as 
Director of Research with the Institute. 
Thomas W. Leland, a vice-president of the 
Association, had earlier joined the Institute 
staff as Director of Education. 

The nominating committee, consisting 
of H. T. Chamberlain, E. L. Kohler, H. F. 
Taggart, S. G. Winter, and H. T. Scovill, 
chairman, presented a slate of officers for 
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- the calendar year 1945. The following were EXECUTIVE COMMITTEE 
elected by the members present: 


Notes from the minutes of November 
President, Professor Harvey G. Moyer, Univer- A monograph on Consolidated Statem 
sity of Tennessee 


Vice-Presidents, Professor Geoffrey Carmi- >Y Professor Maurice Moonitz of Stam 
chael, Indiana University; W. B. Lawrence, University is in the hands of the print r 
American Photo-engravers Association; Willingness was indicated to codperate ¥ 
Comdr. J. S. Seidman, USN the American Institute in planning refrey 


Secretary-Treasurer, Professor Ernest C. Da- courses for returning accountants who] 
vies, Northwestern University 


Editorial Board, Stephen Gilman, A. C. Little- had a limited amount of accounting ““— 
ton, C. Rufus Rorem ience before entering the service, and iff 
Director of Research, Professor Robert L. educational problems in general. A comiitl 
Dixon, Jr., University of Michigan tee on education from Association mem 
Copies of the financial report for the Ship was favored which could study cum 
calendar year 1944 will be mailed to the °ducational problems and, when the opp 
members after it has been audited early ‘unity offered, codperate with the comm 
in 1945. tees of the American Institute. : 


GEOFFREY CARMICHAEL GEOFFREY CARMICHA 
Secretary-Treasurer Secretary 
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